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EXECUTIVE SUMMARY
ARIZONA PUBLIC SERVICE COMPANY

DOCKET NO. E-01345A-08-0172

Staff recommends that APS' request for an interim rate increase be denied.

My testimony addresses the following issues:

A. The Interim Rate Relief Requested by APS
B. Criteria for Interim Rate Relief
C. Ordinary Regulatory Lag Does Not Justify APS' Requested Interim Rate Relief
D. Alleged Emergency Circumstances
E. Whether APS Requires an Interim Rate Increase During the Processing of its General
Rate Case
F. An Alternative Basis for Determining an Amount of Interim Rate Increase for APS
Should the Commission be Inclined to Grant an Increase
G. Rate Design

A. The Interim Rate Relief Requested by APS

APS is seeking an interim rate increase of approximately $115 million, or approximately 4 mills
per kph, to be effective with the first billing cycle of November, 2008. If granted, any interim
rates would be subject to refund with interest, pending the Commission's final decision in APS'
general rate case.

APS' application at various places claims that, from the end of the September 30, 2005, test year
used to set the Company's present rates in Decision No. 69663 (6/28/2007) to May 31, 2008, the
Company has invested in over $1 .7 billion for new facilities that are not reflected in current rates.
APS' response to Staff Interim 1.13 states that the purpose of the surcharge would be to
ameliorate the detrimental impact of the Company's rising non-fuel costs until the Commission
has the opportunity to enter an order on the Company's permanent rate request in the underlying
general rate case.

APS points to a number of factors as supporting its request for interim rates, including: its
inability in recent years to earn its authorized return on equity (ROE), its recent actual and
projected net cash flow, which requires access to outside financing, the poor stock price
performance of its parent company, Pinnacle West Capital Corporation ("PNW" or "PWCC")
compared with other investor-owned utilities, its bond ratings, which APS states are "currently
among the lowest they can possibly be without being regarded as "junk", and its Funds From
Operations to Debt ("FFO/Debt") ratio, which APS asserts is the key financial metric examined
by the credit rating agencies, and which measures the sufficiency of a company's cash flow to
service both debt interest and debt principal over time. For APS' present "business profile"
category, APS states that Standard & Poor's expects APS to maintain an FPO/Debt ratio of 18%
to 28%. If no rate increase is granted in the current general rate case, APS projects its FPO/Debt



ratio will decline to 17.6% at the end of 2009 and to 16.6% at the end of 2010 under present
rates, even with an equity infusion of $400 million
APS claims that the Company's financial condition will continue to deteriorate during the period
of regulatory lag associated with the processing of a general rate case, and the Company will
once again be on the brink of a downgrade to junk credit status in 2009 before the Commission
will likely have ruled on its general rate application

B. Criteria for Interim Rate Relief

Interim rate increases can be appropriate if the Commission is unable to process a utility's base
rate increase request in a timely manner, if the utility is experiencing an emergency, or if other
special circumstances are present

An emergency could generally include circumstances that threaten or interfere with a Company's
ability to provide safe and reliable service, such as insolvency or a sudden, unanticipated
occurrence. Some conditions that could constitute a financial emergency include an inability to
raise capital at reasonable terms, inability to meet required coverage ratios specified in bond
indentures, a cash flow crisis, or an inability to pay current expenses

In Docket No. E-01345A-06-0009, Staff concluded that the question of what qualifies as an
emergency is largely an issue of fact for the Commission to decide. Staff also concluded that the
facts in that case did not warrant emergency interim rate relief. The following quote from pages
3-4 of Staff' s brief summarizes the evaluation by Staff in that proceeding

Most emergency rate cases before the Commission in the past ten to fifteen years
involved small water systems facing a crisis of being unable to provide adequate
and reliable service without an immediate increase in rates. Many of the cases
involved significant operational and maintenance defeieneies. See Decision Nos
5784] (Mountain View Water Company) and 67990 (Sabrosa Water Company)
Others involved water quality and regulatory compliance issues from other state
agencies. See Deeision Nos. 61833 (Far West Water Company) and 6265] (Thim
Utility Company, E&T Division). The Commission, however, has also denied or
partially denied applications for emergency rate relief See Decision Nos. 57668
(E & R Water Company et. al.), 59250 (Mountain View Water Company) and
61930 (Vail Water Company). Appendix A lists several cases where the
Commission has heard emergency interim rate relief cases, some of which have
been cited above. In the majority of those eases where emergency interim rate
relief was approved, the crisis defined by the company had already occurred or
was occurring

The evidence in this case in that there is no threat of insolvency or a liquidity
crisis #APS ' request is not granted (Tr. at 392). APS contends that the possible
downgrade of its credit rating to junk status is the emergency at hand and that
this meets the criteria fan emergency set forth in the Arizona Attorney General 's



Opinion 7]-] 7...Sta]f does not agree with APS that a downgrade is imminent
based on what the credit rating agencies have stated in their written reports. In
other words, a sudden change to APS' credit rating appears unlikely...And no
evidence was presented that APS will not be able to continue providing adequate
and reliable service before the permanent rate ease is resolved. tlze public
interest does not necessitate the granting of emergency interim rate relief
requested by APS.

The current APS request for an interim rate increase bears some similarities with Docket No. E-
01345A-06-0009. Again, APS has focused concern on the potential for a credit ratings
downgrade. One key difference between that 2006 APS emergency rate increase request and
APS' current request for interim rates is that in Docket No. E_01345A_06_0009 a primary focus
was on the operation of APS' Power Supply Adjustor ("PSA") mechanism and the potential
under that mechanism, as it existed at that time, for growing deferrals of fuel cost. In APS'
current application for interim rates, the operation of the PSA is not a significant concern, as I
explain in a subsequent section of my testimony. APS' has instead focused its present request
for Interim Rates on the alleged negative impact of regulatory lag as it applies to APS' recovery
of plant investment.

C. Ordinary Regulatory Lag Does Not Justify APS' Requested Interim Rate Relief

A procedural schedule has been established for processing APS' general rate case. While
Lmforeseen events may occur, at this time Staff expects that it will be processed according to the
established procedural schedule.

At page 2, lines 16-17, of its application APS has claimed that it has expended $1.7 billion for
new facilities that are not reflected in current rates. APS' response to Staff Interim 2.96(f)
provided a breakout of the $1.7 billion by type of plant and period. The $1.7 billion claimed by
APS includes $297 million of capital expenditures beyond December 31, 2007, the end of the
test year in the current rate case. Moreover, the APS capital expenditures do not directly
translate into a rate base increase because during the same time frame Accumulated
Depreciation, which is an offset to gross plant, is also growing significantly. Consequently, the
$1.7 billion is not an appropriate basis for determining the increase in APS' net plant in service
between the end of its last test year and the end of the test year in the pending general rate case.
The $1 .7 billion, in essence, does not represent the net amount ofjurisdictional rate base increase
that has been financed by investors. In fact, it significantly overstates that amount.

Based on a preliminary review of APS' current general rate case application, a comparison
between the rate base specified in Decision No. 69663 from APS' last rate case, which had used
a test year ending September 30, 2005, through the end of the test year in the current rate case,
December 31, 2007 (without pro forma adjustments), APS' jurisdictional rate base has grown by
approximately $538 million.

Although these factors should be examined in the general rate case, they do not necessitate
interim rate relief within the circumstances of this case. Regulatory lag is an ordinary and
anticipated feature of regulation. One of the useful functions of regulatory lag is to place



financial responsibility upon the utility for fluctuations in costs between rate cases. The
regulatory lag feature of Rate Base/Rate of Return regulation is essential to effective and
efficient operation of such a regulatory régime. Because of the lag between placing new plant
into service and obtaining rate recognition of such plant, the utility may bear the cost of new
plant additions temporarily. This can encourage management to emphasize cost control to a
higher degree than might be expected if cost responsibility for plant additions during the periods
between rate cases were shifted away from the utility and onto ratepayers. In evaluating plant
additions, the Company should conduct a cost-benefit analysis to determine if there is a business
case for implementing the plant additions in the time frame budgeted by the Company. If the
case is compelling and the project is cost-justified, no additional special ratemaldng treatment is
needed. If the project is not cost-justified or the benefits are too speculative to warrant the
commitment of funds, it may be prudent to delay or avoid the related capital expenditures. These
incentives that are currently in place would be lessened if ordinary regulatory lag began to be
utilized by Arizona utilities as a justification for interim rate increases. Absent some emergency
or other exceptional circumstance, ordinary regulatory lag by itself does not warrant the
extraordinary relief of an interim rate increase.

D. Alleged Emergency Circumstances

Pages 18-19 of APS witness Brandt's affidavit claims that: "... notwithstanding proactive
efforts from the Company and Pinnacle West, APS' credit metrics will fall into junk credit range
during the course of the Company's rate proceedings, before the Commission is likely to grant
the much-needed rate relief I firmly believe that the Company will more than likely be
downgraded to junk during the pendency of the general rate case proceedings without interim
relief." In response to Staff Interim 2.97, APS stated that: "While the Company hopes that it is
able to continue to provide safe and reliable electric service to customers in 2008 and 2009 and
intends to do so, the Company's interim base rate request is intended to support its overall
financial health so that its ability to offer reliable electric service will not be jeopardized in the
fu1ju1~e_"

APS is not currently experiencing a financial emergency. Staffs analysis reveals that APS has
been and continues to be able to obtain financing. As explained in my and Staff witness
Parcell's testimonies, APS is not currently experiencing a financial crisis and is not facing a cash
flow emergency.

APS' response to data request Staff Interim 2.50 (among others) shows that APS' current long
tern debt ratings are:

S&P: BBB-
Moody's: Baan
Fitch: BBB

A downgrade of APS' credit rating does not appear imminent or probable during the processing
of APS' general rate case. According to APS' response to data request Staff Interim 2.27(b) no
credit rating agencies have announced that APS' debt would be downgraded if APS' request for
interim rates were to be denied. All three credit rating agencies list APS' outlook as "stable."



S&P 2008 Corporate and U.S. Utilities Ratings Criteria U.s .
Financial Risk Indicative Ratios* Corporate 1 Utilities 2
BBB- Range
Cash How (funds from operations/Debt) % 15-30 10-30
Cash flow (FRO/irterest) (times) 2.0-3.5
Debt leverage (Total debt/Capital) % 45-55 45-60
Debt/EBITDA (times) 3.0-4.5
*Fully adjusted, historically demonstrated, and expected to continue consistently
Business risk profile "solid", financial risk profile "aggressive"

I[1] Standard & Poor's 2008 Co orate Ratings Criteria
[2] Source: Standard & Poor's Ratings Direct, 11/31/2007; U.S. Utilities Ratings
Analysis Now Portrayed in the S&P Corporate Ratings Matrix

Staff concludes that APS has not identified any sudden or unanticipated circumstance affecting
its ability to offer reliable electric service that would justify an interim rate increase

E. Whether APS Requires an Interim Rate Increase During the Processing of its General
Rate Case

Attachment RCS-3, page 20 lists the ranges of financial risk indicative ratios for a corporation or
a U.S. utility, such as APS, with a business risk profile of "strong" and a financial risk profile of
aggressive." A similar  lis t ing of ranges indica ted by S&P for  U.S.  Utilit ies  appears in

Attachment RCS-2, page 63. The ranges listed by S&P for  the applicable "financial r isk
indicative ratios" are

Staff data requests 2.59 and 2.60 asked APS to run various scenarios of interim and permanent
rate increases, and to calculate the impact on its FFO/Debt ratio, among other things. The
following table summarizes those results from APS' second supplemental response to Staff
Interim 2.59



Estimated FFO/Adjusted Total Debt
Case # Description[a] 2008 2009 2010

1 100% of $115M Interim Nov'08, 100% of Non-Fuel Base Rate

Increase 10/1/09 (5%) 23.3% 20.7% 21.3%

2 100% of $115M Interim Nov'08, 50% of Non-Fuel Base Rate

Increase 10/1/09 (5%) 23.3% 20.2% 18.9%

3 50% of $115M Interim Nov'08, 100% of Non-Fuel Base Rate

Increase 10/1/09 (5%) 23.2% 19.9% 21.0%

4 50% of $115M Interim Nov'08, 50% of Non-Fuel Base Rate

Increase 10/1/09 (5%) 23.2% 19.4% 18.7%

5 No $115M Interim Nov'08, 100% of Non-Fuel Base Rate Increase

10/1/09 (5%) 23.0% 19.1% 20.8%

6 No $115M Interim Nov'08, 50% of Non-Fuel Base Rate Increase

10/1/09 (5%) 23.0% 18.7% 18.5%

7 50% of $115M Interim Nov'08, 75% of Non-Fuel Base Rate

Increase 10/1/09 (7.5%) 23.2% 19.7% 19.8%

8 50% of $115M Interim Nov'08, 25% of Non-Fuel Base Rate

Increase 10/1/09 (2.5%) 23.2% 19.2% 17.6%

9 No $1 liM Interim Nov'08, 75% of Non-Fuel Base Rate Increase

10/1/09 (7.5%) 23.0% 18.9% 19.7%
10 No $115M Interim Nov'08, 25% of Non-Fuel Base Rate Increase

10/1/09 (2.5%) 23.0% 18.4% 17.4%

APS Calculated FFO/Adjusted Total Debt Under Various Scenarios

Notes

[a] All case scenarios shown in this table also reflect an assumed fuel-related increase effective 10/1/09 (7%)

As shown in the above table, with no interim increase and assuming 50% of its base rate increase
is granted with rates effective October 1, 2009, APS' FFO/Debt ratio is expected to be 23.0% in
2008, 18.7% in 2009, and 18.5% in 2010, all of which are within Standard & Poor 's BBB-
"investment grade" range for a corporation with APS' business and financial risk profile of 15%
to 30% as stated in the S&P 2008 Corporate Ratings Criteria and are within the 10% to 30%
range specified in S&P's U.S. Utilities Ratings Analysis. These are also above the range of
18.0% to 28.0% that APS witness Brandt states that "S&P expects APS to maintain." This
suggests that APS does not need any interim rate increase in order to keep its FFO/Debt ratio in a
range appropriate for APS' current bond ratings through 2010. In other words, APS does not
need any interim rate increase in 2008 or 2009 in order to keep its FPO/Debt ratio within an
"investment grade" range. The level of base rate relief in the general rate case will affect APS'
FFO/Debt ratio in 2009 and 2010.

The interim rate relief that APS has requested would not necessarily prevent future downgrades
of the Company's debt ratings. Factors outside of the Commission's control, such as a sustained
unscheduled outage at Palo Verde, could result in an adverse impact on APS's credit ratings,
regardless of whether an interim increase is granted.

If APS' debt were to be downgraded to below investment grade status, such an outcome would
not be good for either APS or its ratepayers. However, APS has not demonstrated that its
requested interim rate increase is necessary in order to do that.

In 2007, the Commission approved an increase to APS' borrowing (Decision No. 69947) and, on
August 6, 2008 approved an equity infusion of up to $400 million from APS' parent, Pinnacle



West (Decision No. 70454). In Docket No. E-01345A-08-0228, PNW indicated that it intended
to infuse up to $400 million into APS in the year 2008. In that docket, APS indicated that it is
facing substantial capital needs in 2008 and the foreseeable tutu;re and the requested equity
investment is necessary to allow APS to maintain current investment grade credit and to improve
financial stability. Consequently, by authorizing that equity infusion in Decision No. 70454, the
Commission has already provided APS with a means whereby APS and its parent, PNW, can
help maintain their current investment grade credit and improve financial stability during the
pendency of APS' current general rate case. If APS is truly concerned about its financial ratios
obtaining the equity infusion from PNW sooner, rather than waiting to year-end 2009, would be
one step that APS and its parent, PNW, could take to help address their own concerns about
APS' financial ratios during the pendency of APS' current general rate case

Staffs evaluation of APS' financial condition concludes that APS' debt is investment grade
Investment rating agencies such as Standard & Poor's, Moody's and Fitch rank APS' debt as
investment grade, and those agencies have listed their outlook for APS and PNW as "stable
Moreover, other key financial metrics for APS appear solid for its business profile. APS
FFO/Debt ratio is currently well within the 15% to 30% range specified by Standard & Poor's
for a BBB- rating for a corporation with a "strong" business risk profile and an "aggressive
financial risk profile and within the 10% to 30% range for a U.S. utility with that business and
financial risk profile. APS has projected its FF()/Debt ratio to be 23.0% in 2008 even without
any interim rate increase. Moreover, as Staff witness Parcell explains, the credit rating agencies
look at other financial ratios and information, thus, a temporary dip in one financial metric, APS
FF()/Debt ratio, in 2009 below 18% will not necessarily result in a downgrade. APS and its
parent, PNW, can help themselves maintain an FPO/Debt ratio in the "investment grade" range
by making the Commission-authorized $400 million equity infusion into APS sooner, rather than
later

Based on the information provided by APS and the analysis performed by Staff, APS' financial
condition appears to be sound enough to not require an interim rate increase during the
processing of its general rate case. After the Commission's actions in Decision No. 70454, and
based on Staff's analysis and die current time-table for establishing new base rates for APS in the
current APS general rate case, APS does not require a $115 million interim rate increase at this
time. The basis for the amount of interim rate increase requested by APS is tied to the
approximately 4 mils per kph of a PSA surcharge that expired in July 2008. Since that
surcharge has expired, and has been removed from customer rates as originally intended upon
full recovery of the surcharged costs, there is no need to now tie the amount of an interim rate
increase to an expired fuel surcharge. Moreover, the amount of interim increase need not, and
should not be, tied to the amount of the PSA surcharge that expired in July 2008

F. An Alternative Basis for Determining an Amount of Interim Rate Increase for APS
Should the Commission be Inclined to Grant an Increase

Staff is not recommending an interim rate increase during the pendency of APS' general rate
case. If the Commission were inclined to grant APS some amount of interim rate relief, I am
advised that it may be necessary for APS to post a bond. In response to Staff Interim 2.74, APS
estimates that the cost of a surety bond or a letter of credit would be approximately 1% of the



face value. Thus, granting an interim rate increase may result in an additional cost to APS and its
ratepayers related to the cost of the surety bond or letter of credit.

Staff is presenting the Commission with an alternative basis for  determining an amount of
interim rate increase, should the Commission be inclined to grant one. Staff's alternative is
based on the growth in APS' jurisdictional rate base from Decision No. 69663 in APS's last rate
case through the end of the test year in the current rate case December 31, 2007 (without pro
forma adjustments). Based on the growth in jurisdictional rate base during that period, Staffs
alternative would provide an interim rate increase of approximately $65 million. For comparative
purposes, the $65 million would represent approximately 56.5% of the $115 million interim rate
increase requested by APS.

Any interim rate increase granted to APS should be contingent upon the completion of the $400
million equity infusion approved by the Commission in Decision No. 70454.

G. Rate Design

APS witness Rumolo's affidavit  presents three options for  ra te design for  an inter im rate
increase:

1)
2)
3)

Applying the same per kph charge to all affected customers,
Applying a fixed percentage of base rates uniformly across all rate schedules, and
A two-step process, which would first assign the revenue requirement to customer
classes (i.e., residential, general service, industrial, etc.) on an energy basis. For
customers  who a re billed on a  demand bas is ,  the r evenue increase would be
converted to a per kW demand charge.

The rate design for an interim increase should be simple and straight-forward to implement and
should also facilitate being able to track and verify the revenue produced by the Interim Rate
increase in case there is a need to make refunds. If any interim rate increase is granted, Staff
recommends that the Interim Base Rate Surcharge use the same per-kWh charge for all affected
customers.
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1 INTRODUCTION

2 Q Please state your name, position and business address

Ralph C. Smith. I am a Senior Regulatory Consultant at Larkin & Associates, PLLC

15728 Farmington Road, Livonia, Michigan 48154

6 Q Please describe Larkin & Associates

Larkin & Associates is a Certified Public Accounting and Regulatory Consulting firm

The firm performs independent regulatory consulting primarily for public service/utility

commission staffs and consumer interest groups (public counsels, public advocates

consumer counsels, attorneys general, etc.). Larldn & Associates has extensive experience

in the utility regulatory field as 400 regulatory proceedingsexpert witnesses in over

including numerous telephone, water and sewer, gas, and electric matters

14 Q Mr. Smith, please summarize your educational background

I received a Bachelor of Science degree in Business Administration (Accounting Major)

with distinction from the University of Michigan - Dearborn, in April 1979. I passed all

parts of the C.P.A. examination in my first sitting in 1979, received my CPA license in

1981, and received a certified financial planning certificate in 1983. I also have a Master

of Science in Taxation from Walsh College, 1981, and a law degree (J.D.) cum laude from

Wayne State University, 1986. In addition, I have attended a variety of continuing

education courses in conjunction with maintaining my accountancy license. I am a

licensed Certified Public Accountant and attorney in the State of Michigan. I am also a

Certified Financial P1annerTm professional and a Certified Rate of Return Analyst

("CRRA"). Since 1981, I have been a member of the Michigan Association of Certified

Public Accountants. I am also a member of the Michigan Bar Association and the Society

of Utility and Regulatory Financial Analysts ("SURFA"). I have also been a member of
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1 the American Bar Association ("ABA"), and the ABA sections on Public Utility Law and

2 Taxation.

3

4 Q. Please summarize your professional experience.

5

6 Southfield,

7

8

9

10

Subsequent to graduation from the University of Michigan, and after a short period of

installing a computerized accounting system for a Michigan realty

management Hun, I accepted a position as an auditor with the predecessor CPA Linn to

Larkin & Associates in July 1979. Before becoming involved in utility regulation where

the majority of my time for the past 26 years has been spent, I performed audit,

accounting, and tax work for a wide variety of businesses that were clients of the firm.

11

12

13

14

15

16

17

During my service in the regulatory section of our firm, I have been involved in rate cases

and other regulatory matters concerning numerous electric, gas, telephone, water, and

sewer utility companies. My present work consists primarily of analyzing rate case and

regulatory filings of public utility companies before various regulatory commissions, and,

where appropriate, preparing testimony and schedules relating to the issues for

presentation before these regulatory agencies.

18

19

20

21

22

23

24

25

A.

I have performed work in the field of utility regulation on behalf of industry, state attorney

generals, consumer groups, municipalities, and public service commission staffs

concerning regulatory matters before regulatory agencies in Alabama, Alaska, Arizona,

Arkansas, California, Connecticut, Delaware, Florida, Georgia, Hawaii, Illinois, Indiana,

Kentucky, Louisiana, Maine, Michigan, Minnesota, Mississippi, Missouri, New Jersey,

New Mexico, New York, Nevada, North Dakota, Ohio, Pennsylvania, South Carolina,

South Dakota, Texas, Utah, Vermont, Washington, Washington D.C., Wisconsin, and
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Canada as well as the Federal Energy Regulatory Commission and various state and

federal courts of law

4 Q Have you prepared an attachment summarizing your educational background and

regulatory experience

Yes. Attachment RCS-1 provides details concerning my experience and qualifications

8 Q Have you previously submitted testimony concerning interim or emergency rate

Increases

Yes. I testified in Docket No. E-01345A-06-0009, a request in 2006 by APS for an

Emergency Interim Rate Increase

13 Q On whose behalf are you appearing

I am appearing on behalf of the Arizona Corporation Commission ("ACC" or

Commission") Utilities Division Staff ("Sta1T")

17 Q Have you previously testified before the Arizona Corporation Commission?

Yes. I have testified before the Commission previously on a number of occasions

20 Q What is the purpose of the testimony you are presenting

The purpose of my testimony is to address the application for an interim rate increase tiled

by Arizona Public Service Company ("APS" or "Company")
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1 Q Have you prepared any exhibits to be filed with your testimony

Yes. Attachments RCS-2 contains copies of selected APS responses to discovery and

other documents that are referenced in my testimony

5 Q Please briefly describe the information you reviewed in preparation for your

testimony

The information I reviewed included APS's application and testimony, APS's responses to

data requests of Staff and other parties, information provided to me by Staff; and other

publicly available information

11 Q What is Staff's recommendation on this matter?

Staff recommends that APS' request for an interim rate increase be denied

14

15

DISCUSSION OFISSUES

Q What issues are addressed in your testimony

My testimony addresses the following issues

A.
B.
c.
D.
E.

The Interim Rate Relief Requested by APS
Criteria for Interim Rate Relief
Ordinary Regulatory Lag Does Not Justify APS' Requested Interim Rate Relief
Alleged Emergency Circumstances
Whether APS Requires an Interim Rate Increase During the Processing of its General

Rate Case
F. An Alternative Basis for Determining an Amount of Interim Rate Increase for APS

Should the Commission be Inclined to Grant an Increase
G. Rate Design
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1

2 Q-

3

A. The Interim Rate Relief Requested by APS

Please provide some background for the request that APS has made in the current

proceeding.

4 A.

5

6

APS is an Arizona utility providing electricity to more than 1 million customers in 11 of

Arizona's 15 counties. With its headquarters in Phoenix, APS is the largest subsidiary of

Pinnacle West Capital Corporation ("PWCC" or "pow"').

7

8

9

10

APS' current base rates became effective July 1, 2007 pursuant to Decision No. 69663,

dated June 29, 2007. That case, Docket No. E-01345A-05-0816 et al, used a test year

ending September 30, 2005 .

11

12

13

14

15

16

17

18

19

20

On March 24, 2008, APS tiled with the Commission an application for a base rate

increase. On June 2, 2008, APS filed an amended application for a net increase in rates of

$278.2 million, using a test year ending December 31, 2007. The $278.2 million is

composed of a $264.3 million non-fuel related base rate increase plus a $13.9 million

effective net increase in fuel-related base rates. APS' requested increase in non-fuel base

rates includes a $79.3 million allowance for attrition that purports to measure the impact

of regulatory lag through 2010, the first full calendar year that new rates would be in

effect. APS proposes to collect up to $53 million of that attrition amount through a new

"hook up" fee that would be applicable to APS customers at a new service location.

21

22

23

24

25

On July 6, 2008, in the instant proceeding, Docket No. E-01345A-08-0172, APS filed a

motion for approval of an interim rate. APS is seeking an interim rate increase of

approximately $115 million, or approximately 4 mills per kph, to be effective with the

first billing cycle of November 2008, and subject to refund. APS derived the amount of

1 PNW is the stock symbol for Pinnacle West Capital and rating agency and investment reports sometimes therefore
use "PNW." In this testimony, both abbreviations, PWCC and PNW, are used interchangeably
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interim increase with reference to a Power Supply Adjustor surcharge of $0.003987 per

kph that had been approved in Decision No. 69663 to collect a $46 million balance of

uncollected fuel and purchased power costs. That PSA adjustor expired at the end of the

July 2008 billing cycle. APS seeks approval to implement a new Interim Base Rate

Surcharge of the same amount, which APS indicates would produce annual revenue of

approximately $115 million. APS' response to Staff Interim 1.13' states that the purpose

of the surcharge would be to ameliorate the detrimental impact of the Company's rising

non-fuel costs until the Commission has the opportunity to enter an order on the

Company's permanent rate request in the underlying general rate case. If granted, any

interim rates would be subject to refund with interest, pending the Commission's final

decision in APS' general rate case

On August 6, 2008, in Decision No. 70454, the Commission approved a request by APS

for its parent, PNW, to infuse equity by up to $400 million. As stated at page 2 of that

decision: "PNW indicates that it intends to infuse a total of up to $400 million into APS

in the year 2008, from the proceeds of PNW common stock sales. APS does not

anticipate that the $400 million equity investment will impact APS' cost of service and

cost of capital in the foreseeable future. [1] APS currently has a rate case in progress under

Docket No. E-01345A-08-0172." At page 3 of Decision No. 70454, the Commission

stated that: "Authorization to increase equity by up to $400 million would assist APS

efforts to maintain a balance of cost and financial risk in its capital structure while funding

its capital expenditures." At page 4, the Commission approved the requested increase to

equity "so long as such equity infusion is made on or before December 31, 2009

See Attachment RCS-2, page 15
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On July 16, 2008, a procedural schedule was established for APS' interim rate request that

provides for Staff and intervenor testimony to be tiled on August 29, 2008, APS rebuttal

on September 8, 2008, and a hearing commencing on September 15, 2008

On July 29, 2008, a procedural schedule was established for APS' general rate case, which

provides, among other things, for Staff and intervenor direct testimony (other than rate

design) to be filed on December 19, 2008, APS rebuttal on February 6, 2009, Surrebuttal

on March 6, 2009, APS rejoinder on March 20, 2009, and a hearing commencing on April

11 Q Please briefly summarize APS' basis for its request for Interim Rates

APS' application at various places' claims that, from the end of the September 30, 2005

test year used to set the Company's present rates in Decision No. 69663 (6/28/2007) to

May 31, 2008, the Company has invested in over $1 .7 billion for new facilities that are not

reflected in current rates. APS' response to Staff Interim 1.13" states that the purpose of

the surcharge would be to ameliorate the detrimental impact of the Compa.ny's rising non

fuel costs until the Commission has the opportunity to enter an order on the Company's

permanent rate request in the underlying general rate case

APS points to a number of factors as supporting its request for interim rates, including: its

inability in recent years to cam its authorized return on equity (ROE), its recent actual and

projected net cash How, which requires access to outside financing, the poor stock price

performance of its parent company, Pinnacle West Capital Corporation ("PNW" or

PWCC") compared with other investor-owned utilities, its bond ratings, which APS

states are "currently among the lowest they can possibly be without being regarded as

See, e_g., page 2, line 16; page 4, 1iu1e 24, Brandt affidavit, page 5, line 25, etc
See Attachment RCS-2, page 15
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junk", and its Funds From Operations to Debt ("FFOHDebt") ratio, which APS asserts is

the key financial metric examined by the credit rating agencies, and which measures the

sufficiency of a company's cash How to service both debt interest and debt principal over

time. For APS' present "business profile" category, APS states that Standard & Poor's

expects APS to maintain an FFO/Debt ratio of 18% to 28%. If no rate increase is granted

in the current general rate case, APS projects its FFO/Debt ratio will decline to 17.6% at

the end of 2009 and to 16.6% at the end of 2010 under present rates, even with an equity

infusion of $400 million

J

APS claims that the Company's financial condition will continue to deteriorate during the

period of regulatory lag associated with the processing of a general rate case, and the

Company will once again be on the brink of a downgrade to junk credit status in 2009

before the Commission will likely have led on its general rate application.' Pursuant to

the Commission's time clock rules, A.A.C. R14-2-l03(B)(11), APS has requested that the

rates in its general rate application become effective no later than October l, 2009

17

18

B. Criteria for Interim Rate Relief

In general, when is interim rate relief appropriateQ

In my experience, interim rate increases can be appropriate if the Commission is unable to

process a utility's base rate increase request in a timely manner, if the utility is

experiencing an emergency, or if other special circumstances are present. By this

statement, I do not mean to address Arizona's legal requirements for establishing interim

rates. I am instead merely providing a layperson's observations based on my regulatory

exp hence

See, e.g., APS witness Brandt's affidavit at page 12, paragraph 26
Id
See, e.g., APS witness Brandt's affidavit, pages 18-19, paragraph 42



Direct Testimony of Ralph C. Smith
Docket No. E-01345A-08-0172
Page 9

1 Q What schedule has been established for the processing of APS' general rate case

A procedural schedule has been established in the general rate case which provides

among other things, for Staff and intervenor direct testimony (other than rate design) to be

filed on December 19, 2008 and a hearing commencing on April 2, 2009. The parties are

currently expecting that new base rates for APS established in the general rate case could

go into effect as early as October 2009

8 Q What conditions could constitute an emergency

An emergency could generally include circumstances that threaten or interfere with a

Company's ability to provide safe and reliable service, such as insolvency or a sudden

unanticipated occurrence. Some conditions that could constitute a financial emergency

include an inability to raise capital at reasonable terms, inability to meet required coverage

ratios specified in bond indentures,  a cash flow crisis,  or  an inability to pay current

expenses

16 Q Is there any indication that the Commission either has been or will be unable to

process APS' general rate application in a timely manner

No. kl fact, we are at the beginning of the process in that proceeding, and I see no reason

at this time to expect that it will not be processed according to the established procedural

schedule

22 Q Has Staff compiled a listing of emergency rate applications before the Commission

since 1983?

Yes. Such a listing was compiled by Staff as Appendix A to Staff" s closing brief in Docket

No. E-01345A-06-0009, involving an application by APS for an emergency interim rate
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1 increase in 2006. For ease of reference I have included that listing in Attachment RCS-2,

2 at pages 37-41 .

3

4 Q-

5

In Docket No. E-01345A-06-0009, what did Staff conclude from its analysis of prior

applications for emergency rate increases before the Commission?

6

7

8

9

Staff concluded that the question of what qualifies as an emergency is largely an issue of

fact for the Commission to decide. In Docket No. E-01345A-06-0009, Staff concluded

that the facts in that case did not warrant emergency interim rate relief The following

quote from pages 3-4 of Staffs brief summarizes the evaluation by Staff in that

10 proceeding:

11

12

13

14

Most emergency rate cases before the Commission in the past ten to fifteen
years involved small water systems facing a crisis of being unable to
provide adequate and reliable service without an immediate increase in
rates. Many of the cases involved signif icant operational and
maintenance defzeiencies. See Deeision Nos. 5784] (Mountain View
Water Company) and 67990 (Sabrosa Water Company). Others involved
water quality and regulatory compliance issues from other state agencies.
See Decision Nos. 61833 (Far West Water Company) and 6265] (Thim
Utility Company, E&T Division). The Commission, however, has also
denied or partially denied applications for emergency rate relief See
Decision Nos. 57668 (E & R Water Company et. al.), 59250 (Mountain
View Water Company) and 61930 (Vail Water Company). Appendix A
lists several cases where the Commission has heard emergency interim
rate relief cases, some of which have been cited above. In the majority of
those cases where emergency interim rate relief was approved, the crisis
defined by the company had already occurred or was occurring.

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

34

35

36

37

38

A.

The evidence in this ease is that there is no threat of insolvency or a
liquidity crisis APS ' request is not granted (Tr. at 392). APS contends
that the possible downgrade of its credit rating to junk status is the
emergency at hand, and that this meets the criteria of an emergency set
forth in the Arizona Attorney General's Opinion 7]-I 7...Staff does not
agree with APS that a downgrade is imminent based on what the credit
rating agencies have stated in their written reports. In other words, a
sudden change to APS ' credit rating appears unlikely...And no evidence
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was presented that APS will not be able to continue providing adequate
and reliable service before the permanent rate case is resolved. The
public interest does not necessitate the granting of emergency interim rate
relief requested by APS

6 Q How does APS' present request for interim rates compare with its 2006 interim rate

request

The current APS request for an interim rate increase bears some similarities with Docket

No. E-01345A-06-0009. Again, APS has focused concern on the potential for a credit

ratings downgrade. One key difference between that 2006 APS emergency rate increase

request and APS' current request for interim rates is that in Docket No. E-01345A-06

0009 a primary focus was on the operation of APS' Power Supply Adjustor ("PSA")

mechanism and the potential under that mechanism, as it existed at that time, for growing

deferrals of iiuel cost. In APS' current application for interim rates, the operation of the

PSA is not a significant concern, as I explain in a subsequent section of my testimony

APS' has instead focused its present request for Interim Rates on the alleged negative

impact of regulatory lag as it applies to APS' recovery of plant investment

19

20

C

Q

Ordinary Regulatory Lag Does Not Justify APS ' Requested Interim Rate Relief

What has APS alleged about regulatory lag in relation to its request for interim rate

relief?

APS has raised concerns about the impact of regulatory lag and has claimed that revenues

from customer growth are occurring at an insufficient pace, absent periodic rate relief, to

keep pace with the costs related to APS' capital investment
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1 Q At page 2, lines 16-17, of its application APS has claimed that it has expended $1.7

billion for new facilities that are not reflected in current rates. Please discuss APS

capital expenditures and how they relate to APS' current rate base

APS' response to Staff Interim 2.96(f) provided a breakout of the $1.7 billion by type of

plant and period.° The $1.7 billion claimed by APS includes $297 million of capital

expenditures beyond December 31, 2007, the end of the test year in the current rate case

Moreover, the APS capital expenditures do not directly translate into a rate base increase

because during the same time frame Accumulated Depreciation, which is an offset to

gross plant,  is also growing significantly. Consequently,  the $1.7 billion is  not  an

appropriate basis for determining the increase in APS' net plant in service between the end

of its last test year and the end of the test year in the pending general rate case. The $1.7

billion, in essence, does not represent the net amount of jurisdictional rate base increase

that has been financed by investors. In fact, it significantly overstates that amount

15 Q. Through December 31, 2007, by how much had APS' rate base grown

Based on a preliminary review of APS' current general rate case application, a comparison

between the rate base specified in Decision No. 69663 from APS' last rate case, which had

used a test year ending September 30, 2005, through the end of the test year in the current

rate case, December 31, 2007 (without pro forma adjustments), APS' jurisdictional rate

base has grown by approximately $538 million

22 Q Do these circumstances require that APS should be granted interim rate relief?

No. Although these factors should be examined in the general rate case,  they do not

necessitate interim rate relief within the circumstances of this case. Regulatory lag is an

ordinary and anticipated feature of regulation. One of the useful functions of regulatory

A copy of that response including APS1334l (the response attachment) lists the capital expenditures by plant type
by period) is included in Attachment RCS-2, pages 2-10
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lag is to place financial responsibility upon the utility for fluctuations in costs between rate

cases. The regulatory lag feature of Rate Base/Rate of Return regulation is essential to

effective and efficient operation of such a regulatory régime. Because of the lag between

placing new plant into service and obtaining rate recognition of such plant, the utility may

bear the cost of new plant additions temporarily. This can encourage management to

emphasize cost control to a higher degree than might be expected if cost responsibility for

plant additions during the periods between rate cases were shifted away from the utility

and onto ratepayers. In evaluating plant additions, the Company should conduct a cost

benefit analysis to detennine if there is a business case for implementing the plant

additions on the time frame budgeted by the Company. If the case is compelling and the

project is cost-justified, no additional special ratemaking treatment is needed. If the

project is not cost-justified or the benefits are too speculative to warrant the commitment

of funds, it may be prudent to delay or avoid the related capital expenditures. These

incentives that are currently in place would be lessened if ordinary regulatory lag began to

be utilized by Arizona utilities as a justification for interim rate increases. Absent some

emergency or other exceptional circumstance, ordinary regulatory lag by itself does not

warrant the extraordinary relief of an interim rate increase

19 Q Is there merit to APS' claim that its revenues from customer growth are growing at

an insufficient pace to keep up with the costs of APS' capital investment?

There is no way to know for certain without a full rate case investigation. Of course, there

is not sufficient time to conduct such a thorough investigation in the timeframes of an

interim rate case. It is worth noting that the investigation conducted by Staff in APS' last

general rate case, Docket No. E-01345A-05-0816, concluded that there was no merit to

APS' allegations that the cost of its customer growth exceeded the revenues generated by

that growth. Commission Decision No. 69663 in APS' last rate case refers to the audit
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1

2

3

4

performed by Staff and the findings. For instance, at page 61 of that Decision, the last

paragraph speaks to the Staff' s audit and states in part that "Staff" s audit of the Company's

current rates shows that the non-fuel costs are being recovered, contrary to APS' claim

that the cost of customer growth is greater than the revenues generated by that growth."

Q- Has APS raised similar issues with respect to regulatory lag in its current general

A.

rate case?

Yes. APS has raised issues associated with regulatory lag in its pending general rate case

and has claimed that revenue increases resulting from customer growth are unable to keep

pace with costs related to APS' capital spending. For example, APS has asked for an

attrition adjustment of $79.3 million related to regulatory lag.

Q- Does Staff intend to examine issues raised by APS with regard to regulatory lag in

the general rate case?

5

6

7

8

9

10

11

12

13

14

15

16

A. Yes. Staff has not completed its detailed review of APS' base rate application,

nonetheless, Staff is not at this time convinced that APS' requested attrition adjustment is

appropriate. Moreover, Staff believes that such issues can be best addressed in the context

of the general rate case and that ordinary regulatory lag, by itself; does not necessitate an

interim increase while that case is being processed.

17

18

19

20

21

22

23

24

25

26

D. Alleged Emergency Circumstances

Q. What emergency circumstances has APS alleged?

A. Pages 18-19 of APS witness Brandt's affidavit claims that: " notwithstanding proactive

efforts from the Company and Pinnacle West, APS' credit metrics will fall into junk credit

range during the coLu'se of the Company's rate proceedings, before the Commission is

likely to grant the much-needed rate relief I firmly believe that the Company will more
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1

2

3

4

5

6

than likely be downgraded to junk during the pendency of the general rate case

proceedings without interim relief." In response to Staff Interim 2.97, APS stated that:

"While the Company hopes that it is able to continue to provide safe and reliable electric

service to customers in 2008 and 2009 and intends to do so, the Company's interim base

rate request is intended to support its overall financial health so that its ability to offer

reliable electric service will not be jeopardized in the future."9

7

8 Q,

9

10

Is APS currently experiencing an "emergency"?

No. APS has not identified any sudden or unanticipated circumstance affecting its ability

to offer reliable electric service that would justify an interim rate increase.

11

12 Q, Has APS demonstrated that it cannot continue to provide safe, reasonable and

13 adequate service without an interim rate increase?

14

15

16

No. Staff Interim data request 2.9710 asked APS: "Without any interim rate increase, will

APS be able to provide safe and reliable electric service to its customers in 2008 and

2009? If not, explain fully why not." APS' response stated that:

17

18
19
20
21
22

While the Company hopes that it is able to continue to provide safe and
reliable electric service to its customers in 2008 and 2009 and intends to
do so, the Company's interim base rate request is intended to support its
overall fnaneial health so that its ability to offer reliable electric service
will not be jeopardized in the future.

23

24

25

26

27

Unless there are unanticipated unforeseen events that occur during that time frame, the

information reviewed by Staff would indicate that APS should be able to continue to

provide safe, reasonable and adequate service without an interim rate increase while the

APS general rate case is being processed.

A.

A.

9 A copy of that response is reproduced in Attachment RCS-2, page 48.
10 See Attachment RCS-2 at page 48.
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1 Q-

2

3

4

5

6

7

8

Is APS currently experiencing a "financial emergency"?

No. APS is not currently experiencing a financial emergency. Staffs analysis reveals that

APS has been and continues to be able to obtain financing. As explained in my and Staff

witness Purcell's testimonies, APS is not currently experiencing a financial crisis and is

not facing a cash flow emergency. As acknowledged in response to Staff Interim 2.76,

without interim rates, APS does not believe it would be facing a cash flow emergency in

2008 or 2009. APS' response to that requests states: "No. The Company has $900

million in committed credit facilities available to it through ll/20l0."

9

10 Q- What are APS' current bond ratings?

11

12

APS' response to data request Staff Interim 2.5012 (among others) shows that APS'

current long term debt ratings are:

13

14
15
16

S&P: BBB-
Moody's: Baan
Fitch: BBB

17

18 Q.

19

Does a downgrade of APS' credit rating appear imminent or probable during the

processing of APS' general rate case?

20 No.

21

22 Q- Has Standard & Poor's discussed how APS' rating of BBB- relates to certain

23 financial performance metrics?

24 Yes. This is discussed by S&P on the second page of its January 24, 2006 report.l3 APS'

25 filing and testimonysuggest that one particular financial metric, funds from operationas a

A.

A.

A.

A.

11 See Attachment RCS-2, page 33.

12 See Attachment RCS-2, page 12.

U See Attachment RCS~2, pages 16-18.
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percent of total debt ("FFO/Debt"), would cause the rating agencies to downgrade its

credit standing to "junk" status." However, while FFO/Debt is an important metric, this

one measure by itself is not determinative of a bond rating. The January 24, 2006, S&P

report, for example, explains that

FFO to total debt is an important metric for Standard & Poor 's, and at a
business profile of '6 ' (on a 10-point scale where 'I ' is excellent and 'IO
vulnerable), it reflects a below-investment-grade performance. For the 12
months ending Sept. 30, 2005, FFO interest coverage was 3.3x, which is
reasonable for the current rating. Aajusted total debt to total
capitalization was 53.1 % and is solid for the current rating

Thus, S&P reviews a number of financial metrics in the analytical process of establishing

its ratings, and APS' other ratios, such as FFO interest coverage and debt to total

capitalization, were found to be reasonable or solid for the current rating. Staff witness

Parcell presents additional discussion regarding credit rating agency use of financial

metrics in his refiled Direct Testimony

A more current S&P Ratings Direct report, dated June 25, 2008", indicated, among other

things, that

Standard & Poor's Rating Services today ajjirmed the 'BBB-' corporate
credit rating assigned to Pinnacle West Capital Corporation (PWCC) and
its utility, Arizona Public Service. Tlze outlook is stable. The consolidated
credit ratings of PWCC primarily reflect the operations of its largest
subsidiary, APSL a regulated, electric utility serving about 1.1 million
customers within its sen/iee territory, which spans roughly two-tnirds of
Arizona and includes about half of the Phoenix MSA. We view the
business profile of PWCC and APS to be 'strong While the company
continues to benefit from a number of favorable attributes including a
good service territory, a reasonably balanced power supply portfolio and

See, e.g., APS' Application at pages 6-7
APS13070, Attachment RCS-2, pages 19-23
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1
2
3
4

a good PSA.
challenges.

However, APS' continues to face significant regulatory

We view the financial profile ofPWCC and APS ro be 'aggressive ', which
reflects: year-end debt to total capitalization of57% (aahustedfor items
such as power purchases and operating leases); heavy capital spending
that is expected to drive negative free operating cash flow for the
foreseeable future; cash flow weakness as a function of protracted rate
cases; and, while modest, the presence of unregulated activities, which
ear be unpredictable in their earnings contributions.

5
6
7
8
9

10
11
12
13
14
15
16
17
18
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20
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27
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30
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32
33
34
35
36
37

Because the preponderance of cash flows for consolidated operations
stems from APS, we expect financial performance will continue to be
heavily dependent on regulatory outcomes. The conclusion ofAPS' last
general rate case in June 2007 (filed in November 2005 and revised in
early 2006) provided the company with mechanisms to recover legacy
deferrals and speed the recovery of fuel costs going fonvard. this rate
relief, in place for the last half of 2007, assisted the company in
maintaining credit retries roughly in line with past performance. Funds
from operation (FFO) ro total debt was about 16% at year-end, with FRO
interest coverage around 4x. On a trailing 12-month basis the company's
performance has been slightly above these levels, due in part to the
federal tax stimulus package approved by the US. Congress earlier this
year, which is expected to increase deferred taxes (which is added back to
FFO and this increase this total.

We expect APS to be in more or less continuous rate case mode for the
next few years. Given APS' capital spending program, forecasted to be
about $1.1 billion annually through 2010, the utility will need to file
regular general rate eases to manage recovery of its investment. The use
of historical test year in Arizona, coupled with the faet that fully litigated
rate cases take between 18 to 24 months to complete, is expected to result
in no meaningful improvement injinancialperformanee through 2009 and
possibly beyond, depending on the timing and the outcome of the
company 's current rate case.

38

39

40

A complete copy of that S&P report is included in Attachment RCS-2, pages 19-23, to my

testimony. Additionally, a complete copy of Standard & Poor's 2008 Corporate Ratings



S&P 2008 Corporate and U.S. Utilities Ratings Criteria U.S.
Financial Risk Indicative Ratios* Corporate 1 Utilities 2
BBB- Range
Cash flow (funds Hom operations/Debt) % 15-30 10-30
Cash flow (FFO/interest) (times) 2.0-3.5
Debt leverage (Total debt/Capital) % 45-55 45-60
Debt/EBITDA (times) 3.0-4.5
*Fully adjusted, historically demonstrated, and expected to continue consistently
Business risk profile "solid", financial risk profile "aggressive"

I[1 Standard & Poor's 2008 Co orate Ratings Criteria

I

[2] Source: Standard & Poor's Ratings Direct, 11/31/2007, U.S. Utilities Ratings
Analysis Now Portrayed in the S&P Co orate Ratings Matrix
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Criteria" is included in Attachment RCS-3, and a copy of S&P's Ratings Direct, "U.S

Utilities Ratings Analysis Now Portrayed In The S&P Corporate Ratings Matrix" dated

11/30/2007 is included in Attachment RCS-2, at pages 61-64

5 Q What "financial risk indicative ratios" are listed in Standard & Poor's 2008

Corporate Ratings Criteria, for a utility, such as APS, with an "aggressive" financial

risk profile

Refening to Attachment RCS-3, page 20 lists the ranges of financial risk indicative ratios

for a corporation or a U.S. utility, such as APS, with a business risk profile of "strong" and

a financial risk profile of "aggressive." A similar listing of ranges indicated by S&P for

U.S. Utilities appears in Attachment RCS-2, page 63. The ranges listed by S&P for the

applicable "financial risk indicative ratios" are

A copy of that report was provided by APS in response to Staff Interim 2.82, and has been identified by APS as
APSIZ977



Estimated FFO/Adjusted Total Debt

Case # Description fa] 2008 2009 2010

I 100% of $115M Interim Nov'08, 100% of Non-Fuel Base Rate

Increase 10/1/09 (5%) 23.3% 20.7% 21.3%

2 100% of $115M Interim Nov'08, 50% of Non-Fuel Base Rate

Increase 10/1/09 (5%) 23.3% 20.2% 18.9%

3 50% of $1 liM Interim Nov'08, 100% ofNon~Fue1 Base Rate

Increase 10/1/09 (5%) 23.2% 19.9% 21.0%

4 50% of $115M Interim Nov'08, 50% of Non-Fuel Base Rate

Increase 10/1/09 (5%) 23.2% 19.4% 18.7%

5 No $1 liM Interim Nov'08, 100% of Non-Fuel Base Rate Increase

10/1/09 (5%) 23.0% 19.1% 20.8%

6 No $115M Interim Nov'08, 50% of Non-Fuel Base Rate Increase

10/1/09 (5%) 23.0% 18.7% 18.5%

7 50% of $115M Interim Nov'08, 75% of Non-Fuel Base Rate

Increase 10/1/09 (7.5%) 23.2% 19.7% 19.8%

8 50% of $115M Interim Nov'08, 25% of Non-Fuel Base Rate

Increase 10/1/09 (2.5%) 23.2% 19.2% 17.6%

9 No $115M Interim Nov'08, 75% of Non-Fuel Base Rate Increase

10/1/09 (7.5%) 23.0% 18.9% 19.7%

10 No $115M Interim Nov'08, 25% of Non-Fuel Base Rate Increase

10/1/09 (2.5%) 23.0% 18.4% 17.4%
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1 Q-

2

Has APS provided information on what impact various levels of interim and

permanent rate increases would have on its FFO/Debt ratio?

3 Yes. Staff data requests 2.59 and 2.6017 asked APS to run various scenarios of interim and

4

5

6

permanent rate increases, and to calculate the impact on its FFO/Debt ratio, among other

things. The following table summarizes those results from APS' second supplemental

response to Staff Interim 2.5918:

7

APS Calculated FFO/Adjusted Total Debt Under Various Scenarios

Notes

[a] All case scenarios shown in this table also reflect an assumed fuel-related increase effective 10/1/09 (7%)

8

9

10

11

12

As shown in the above table, with no interim increase and assuming 50% of its base rate

increase is granted with rates effective October 1, 2009, APS' FFO/Debt ratio is expected

to be 23.0% in 2008, 18.7% in 2009, and 18.5% in 2010, all of which are within Standard

& Poor's BBB- "investment grade" range for a company with APS' business and financial

A.

17 See Attachment RCS-2, pages 57 and 60, respectively.

18 A copy of that response and the "Case Summaries" attachment from that response is included in Attachment RCS-
2, pages 58-59. APS's full response also included additional detailed calculations for amounts contained in the "Case

Summaries."



Direct Testimony of Ralph C. Smith
Docket No. E-01345A-08-0172
Page 21

risk profile of 15% to 30% as stated in the S&P 2008 Corporate Ratings Criteria" and are

within the 10% to 30% range specified in S&P's U.S. Utilities Ratings Analysis." These

are also above the range of 18.0% to 28.0% that APS witness Brandt states that "S&P

expects APS to maintain This suggests that APS does not need any interim rate

increase in order to keep its FFO/Debt ratio in a range appropriate for APS' current bond

ratings through 2010. In other words, APS does not need any interim rate increase in

2008 or 2009 in order to keep its FPO/Debt ratio within an "investment grade" range. The

level of base rate relief in the general rate case will affect APS' FFO/Debt ratio in 2009

and 2010

11 Q Would the interim rate relief that APS has

downgrades of the Company's debt ratings

requested necessarily prevent future

No

15 Q Are there other factors or events that could cause future downgrades of the

Company's debt ratings

There are at least two reasons why the interim and refundable rate relief that APS has

requested would not necessarily prevent future downgrades of the Company's debt

ratings. First, any interim rate increases granted in this proceeding would be subject to

refund. If it is ultimately refunded, temporary refundable rate relief would thus only tend

to postpone, and not prevent, further bond downgrades. Second, other factors, such as a

sustained, unscheduled outage at the Palo Verde nuclear plant or one of APS' coal-fired

generating facilities during a peak demand period could result in a downgrading. For

example, Fitch's January 30, 2006 report" mentions the operational risk and asset

See Attachment RCS-3, APS12977, page 20 of 107
See Attachment RCS-2, page 63
See Brandt June 6, 2008 affidavit , page 12, line ll
Provided in response to Staff interim 2.50 and included in Attachment RCS-2, at pages 24-25
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concentration of the Palo Verde nuclear plant as a concern and states that: "The facility

has experienced intermittent operating problems over the past year and a sustained

unscheduled outage at the plant could lead to further negative rating actions

5 Q Would APS' requested interim rate relief likely result in a bond rating upgrade

No. APS' requested interim rate relief would not likely result in a bond rating upgrade

An interim rate increase is not anticipated to result in an upgrade of APS' debt ratings

Nor does APS believe that its requested base rate increase would result in upgraded credit

ratings. APS witness Brandt's direct refiled testimony at page 67, indicates that APS

base rate increase request of $278.2 million of net revenues in the pending general rate

case "will only allow the Company to maintain its current BBB- rating through at least

2010, requiring additional rate filings thereafter as APS' spending needs continue and rise

and the threat of downgrade to jtmk persists." Moody's July 28, 2008 Credit Opinion

stated: "APS' rating is not likely to be revised upward in the near-to-medium term

Standard & Poor's June 25, 2008 Ratings Direct" concluded "we see little potential for

positive movement in the ratings outlook." Consequently, an upgrade of APS' debt

ratings is not anticipated

Staff Interim 2.56 asked APS to: "Provide all quantitative analysis that APS has

concerning the amount of additional annual revenues it would take to raise its bond rating

up by one step APS' response states

APS has not prepared such quantitative analyses. The Company's interim
rate request and general rate case request are both needed in order to
maintain current ratings levels and would not, in and of themselves, raise
its ratings by any degree

APS13051, at page 5 of 6; a copy is reproduced in Attachment RCS-2, pages 42-27
APS13070, at page 4 of 5, a copy is reproduced in Attachment RCS-2, pages 19-23
See Attachment RCS-2,page 26
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As explained elsewhere in my testimony and in additional detail in the testimony of Staff

witness Parcell, a particular FFO to Debt ratio does not, of itself, dictate a bond rating

Moreover, as shown in Attachment RCS-2, pages 19-23, Standard & Poor's most recent

report, dated June 25, 2008, acknowledges that: "The use of a historical test year in

Arizona, coupled with the fact that fully litigated rate cases take between 18 to 24 months

to complete, is expected to result in no meaningful improvement in financial performance

through 2009 and possibly beyond, depending on the timing and the outcome of the

company's current case." In that report, S&P lists the outlook for APS as "stable" with the

following explanation

The stable outlook reflects our expectation that consolidated cash fl
volatility has been tamped down by the ACC 's approval of stronger PSA
that speeds recovery of fuel costs, but consolidated fnancial performance
will continue to be challenged by regulatory lag at APS, which could be
moderated by APS' pending interim rate request. The stable outlook is
premised on no meaningful adverse changes in the company's business
risks and continuedfnancial performance that is not signy'ieantly weaker
than 2007 results. Equity issuances will be expected to balance the
capital structure of the company as APS continues to invest heavily in

Wastrueture. Ratings could be lowered to speculative grade if the
company is not able to overcome the challenge of ensuring timely
recovery of its prudently incurred costs through rate increases approved
by the ACC. Given these challenges, and that presented by NRC scrutiny
of Palo Verde, we see little potential for positive movement in the ratings
or outlook

27 Q Has APS' debt been downgraded to "junk" status?

No. APS' debt is still investment grade
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1 Q Has APS identified how its financing costs could increase if its credit rating were

downgraded to below investment grade status?

Yes. APS' response to Staff Interim 2.55 has identified $443.9 million to $889.5 million

of total increased interest cost for the ten-year period 2010 through 2019 associated with a

below investment grade debt rating, but Staff has not verified these numbers

7 Q How are a utility's interest costs charged to ratepayers

In general, a utility's financing costs for debt are reflected in the weighted cost of debt in

the capital structure. The debt cost is multiplied by the jurisdictional rate base and

ratepayers pay for the interest cost as one of the components of the utility's cost of capital

Depending on how the utility accounts for them, some borrowing costs, such as bank fees

may be included in operating expenses

14 Q Has APS issued debt since its bond rating was downgraded from BBB to BBB- by

Standard & Poor's

Yes. As indicated in APS' response to Staff Interim 2.71", APS has issued $400 million

of long-term debt since S&P downgraded it to BBB- on December 21, 2005

19 Q Was the cost of that debt higher than if APS had maintained a BBB bond rating

from S&P?

Yes. APS' response to Staff Interim 2.71(b) states that

IfAPS had had a bond rating of BBB at the time the amount referred to in
subpart (a) was issued the coupon on these two tranenes would nave been
approximately 6.20% and 6.825% respectively. Tris would nave resulted

A copy of that response is included in Attachment RCS-2, pages 27-30
A copy of that response is included in Attachment RCS-2, page 31
Id
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1
2

in interest expense savings of $l.25 million and $2.25 million over the Z
of the bonds.

3

4 Q~ If APS' annual borrowing costs increase by $1 million, would that necessarily result

5 in $1 million of additional annual financing costs to ratepayers?

6 However, if a costs increase, eventually ratepayers

7

No. utility's borrowing may be

required to pay for some portion of the increased costs when they are recognized in a rate

8 case.

9

10 Q- Would a downgrading of APS' debt to "junk" status be a desirable outcome?

11 No, it would not.

12

13 Q-

14

Does it appear imminent or probable that APS' debt will be downgraded to "junk"

status if the $115 million interim rate increase requested by APS is not granted?

15

16

17

No, it does not. APS' debt is still investment grade and the three credit rating agencies

have listed their outlook for APS and PNW as "stable" See Attachment RCS-2 for copies

of recent credit rating agency reports.

18

19 Q-

20

Have any credit rating agencies announced that APS' debt would be downgraded if

APS' request for interim rates were to be denied?

21 According to APS' response to data request Staff Interim 2.27(b)29 none have.

22

A.

A.

A.

A.

29A copy of that response is included in Attachment RCS-2, page 32.
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1 Q-

2

Has APS provided proof that granting its requested interim rate increase of $115

million would result in a cost savings to ratepayers?

3

4

No. Avoiding a downgrading to "junk" status would save ratepayers significant amounts

of future financing costs, however, APS has not demonstrated that its requested interim

rate increase is necessary in order to do that.5

6

7

8

Q- Has APS defaulted on any bond indenture or credit arrangements?

APS has indicated no. The responseto Staff Interim 2.3930 states that:

9

10
11
12
13
14

There are two provisions in APS' credit arrangements that address
minimum financial ratios. The first one is the requirement that APS
maintain an Interest Coverage of at least two times, and the second one
requires that the amount of debt does not exceed 65% of total
capitalization.

15

16

17

18

19

20

21

22

That response also lists events of default. Notably, APS' application or testimony does

not claim that a default has occurred. Nor do APS' responses to Staff data requests or the

APS SEC filings that I have reviewed indicate that a default has occurred. A default

would tend to be a "significant event" and would thus require reporting by APS and its

parent company on SEC filings.

Q- Has the Commission approved increases to APS' borrowing and equity?

23

24

25

Yes. In 2007, the Commission approved an increase to APS' borrowing (Decision No.

69947) and, on August 6, 2008 approved an equity infusion of $400 million from APS'

parent, Pinnacle West (Decision No. 70454).

26

A.

A.

A.

so See Attachment RCS-2, page 14.
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1 Q- How has S&P described APS' short and long-term borrowing?

2 As recognized in Standard & Poor's June 25, 2008 Ratings Direct3l :

3

4
5
6
7
8

In October 2007, APS received approval from ACC to increase its
authorized snort-term debt borrowing eapaeity by $500 million, and long-
term debt borrowing capacity by $1 billion. This will help address the
needs of a growing customer base, and the increasing requirement for
natural gas andpurcnasedpower.

9

10 In that report, S&P also observed that:

11

12
13
14
15

APS had $682 million available under its two unsecured revolving credit
facilities, $400 million of which expires in December 2010, and $500
million in September 2011.32

16 Concerning its expectations for APS' cash flow and the maturing of debt obligations, S&P

further observed that:17

18
19
20
21

Discretionary cash flow is expected to be negative for 2008 due to APS ' capital
expenditure plans. Excluding the remarkeding of APS' pollution control debt,
neither PWCC nor APS has any signQ'ieant debt obligations maturing until 201 I.33

22

23 Q- In 2007 and 2008, did APS experience difficulties in issuing commercial paper?

24 A.

25

26

27

Yes. Due to the volatility in the credit markets resulting from the sub-prime mortgage

crisis, APS' ability to issue commercial paper was impacted in August and December

2007. 34 As stated in APS' response to Staff Interim 2.24(b), throughout 2008 APS' ability

to issue commercial paper was also impacted.

28

A.

31 APS13070, at page 4 of 5, see Attachment RCS-2, pages 19-23, for a complete copy.
so Id.
33 Id.
34 See Attachment RCS-2, page 34 and page 13, paragraph 29 ofAPS witness Brandt's June 6, 2008, affidavit.
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1 Q-

2

Despite not being able to issue commercial paper, was APS able to obtain short term

borrowings in 2007 and 2008?

3 Yes. APS' response to Staff Interim 2.24 states that in each instance, APS borrowed

4 under its revolving credit facilities which currently have similar pricing to commercial

5 paper.

6

7 Q- Has the Commission also recently authorized APS' parent, PNW, to infuse additional

8

9

10

11

equity into APS?

Yes. The Commission's action on August 6, 2008 in Decision No. 70454 authorizes APS '

parent, PNW, to infuse a total up to $400 million of equity into APS. In Docket No. E-

01345A-08-0228 PNW indicated that it intended to infuse up to $400 million into APS in

12 the year 2008.

13

14 Q. What was the stated basis for approving that equity infusion?

15

16

17

18

19

20

21

In that docket, APS indicated that it is facing substantial capital needs in 2008 and the

foreseeable future and the requested equity investment is necessary to allow APS to

maintain current investment grade credit arid to improve financial stability. Consequently,

by authorizing that equity infusion in Decision No. 70454, the Commission has already

provided APS with a means whereby APS and its parent, PNW, can help maintain their

current investment grade credit and improve financial stability during the pendency of

APS' current general rate case.

22

23 Q. When does APS anticipate the equity infusion from PNW to occur?

24

25

APS' response to Staff Interim 2.l9(a)35 states: "We expect PNW to issue up to $400

million of equity before year-end 2009 and immediately incise the proceeds into APS."

A.

A.

A.

A.

35 A copy of that response is included in Attachment RCS-2, page 35.
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1 Q Does the timing of the infusion affect APS' financial ratios, such as FF()/Debt?

Yes. As explained in APS' response to Staff Interim 2.19(b): "The debt level will

increase if there is no equity infusion which will decrease FFO/Debt by approximately

2%. Attached as APS13333 is an approximation of the FFO/Debt impact If APS is

truly concerned about its financial ratios, obtaining the equity infusion from PNW sooner

rather than waiting to year-end 2009, would be one step that APS and its parent, PNW

could take to help address their own concerns about APS' financial ratios during the

pendency of APS' current general rate case

10 Q Please summarize Staffs evaluation of APS' financial condition

APS' debt is investment grade. Investment rating agencies such as Standard & Poor's

Moody's and Fitch rank APS' debt as investment grade, and those agencies have listed

their outlook for APS and PNW as "stable." Moreover, other key financial metrics for

APS appear solid for its business profile. APS' response to Staff Interim 2.50 at

Apsl30l4" shows that APS' current long-term debt ratings are

S&P: BBB

Moody's: Baan

Fitch: BBB

Moreover, APS' FFO/Debt ratio is currently well within the 15% to 30% range specified

by Standard & Poor's for a BBB- rating for a corporation with a "strong" business risk

profile and an "aggressive" financial risk profile" and within the 10% to 30% range for a

U.S. utility with that business and financial risk profile." APS has prob ected its FFO/Debt

See APS13333 at Attachment RCS-2, page 36
See Attachment RCS-2 at page 12
See Attachment RCS-3 at page 20
See Attachment RCS-2 at page 63
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1

2

3

4

5

6

ratio to be 23.0% in 2008 even without any interim rate increase.40 Moreover, as Staff

witness Parcels explains, the credit rating agencies look at other financial ratios and

information, thus, a temporary dip in one financial metric, APS' FFO/Debt ratio, in 2009

below 18% will not necessarily result in a downgrade. APS and its parent,PNW, can help

themselves maintain an FFO/Debt ratio in the "investment grade" range by making the

Commission-authorized $400 million equity infusion into APS sooner, rather than later.41

7

8 E. Whether APS Requires an Interim Rate increase During the Processing of its General Rate

9 Case

10 Q. Does APS need an interim rate increase during the processing of APS' general rate

11 case"

12

13

14

No. Based on the information provided by APS and the analysis performed by Staff,

APS' financial condition appears to be sound enough to not require an interim rate

increase during the processing of its general rate case.

15

16 Q-

17

Does the operation of the Power Supply Adjustor provide a justification for granting

interim rate relief during the processing of APS' general rate case?

18

19

20

21

22

23

24

No. Unlike APS' request for an emergency rate increase in 2006, APS' current request for

interim rates is driven not by issues related to the collection of fuel and purchased power

costs, but by other factors. Indeed, APS witness Brandt's direct testimony, at page 6,

acknowledges that Decision No. 69663 (6/29/2007) went a long way towards solving

much of the Company's fuel cost recovery problem. Standard and Poor's, as recently as

June 25, 2008, commented that APS "continues to benefit from a number of favorable

attributes including a good service ten*itory, a reasonably balanced power supply portfolio

A.

A.

40 See Attachment RCS-2, at pages 36 and 58-59.
41 See, e.g., Attachment RCS-2 at page 36.
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1

2

and a good PSA."42 My review of the evidence to date indicates that the operation of

APS' PSA is not contributing to any compelling need for an interim rate increase in the

3 current proceeding.

4

5 Q-

6

Do APS concerns about regulatory lag provide a justification for granting interim

rate relief during the processing of APS' general rate case?

7

8

9

10

11

12

13

14

15

16

17

18

APS has raised allegations about the negative impacts of regulatory lag. Specifically, APS

claims that its revenues from customer growth are growing at an insufficient pace, absent

periodic rate relief, to keep pace with the costs related to its capital investment. Of course,

as discussed above, there is no reliable way to evaluate this claim in the context of an

interim rate case because a thorough rate case investigation cannot be completed in the

allotted timeframe. Furthermore, the investigation conducted by Staff in APS' last rate

case, Docket No. E-01345A-05-0816, concluded that APS' claims in this regard (i.e., that

the cost of customer growth was greater than the revenues generated by that growth,

thereby causing the Company's rates to be inadequate) were not supported by the

evidence.43 This does not mean that Staffs investigation will reach the same result in the

current general rate case, nonetheless, it is important to bear in mind that the Company's

allegations are not always borne out by the investigation results.

19

20

21

22

Even if a full rate case investigation could be completed within the available timeframe of

the interim case, ordinary regulatory lag is not the sort of circumstance that, by itself;

would justify interim rate relief

23

A.

4z Standard & Poor's Ratings Direct, June 25, 2008, Arizona Public Service Co., APS13070, provided in response to
Staff Interim 2.6, included in Appendix RCS-2 at pages 19-23
43 See, e.g., Staffs reply brief (2/16/2007) at pages 7-10; also see Decision No. 69663 at pages 49-68.
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1 Q Has APS demonstrated that. without an interim rate increase. its financial status

would be impaired, or that it would otherwise be prevented from attracting capital at

fair and reasonable terms?

No. Unless there are unanticipated unforeseen events that occur during that time frame

the information reviewed by Staff would indicate that APS' financial status would not be

impaired and that APS should be able to continue to attract capital at fair and reasonable

terms while the APS general rate case is being processed

9 Q Has APS proved that a $115 million interim rate increase is needed at this time?

No. APS has not demonstrated that its requested interim rate relief would

prevent future downgrades of APS' debt ratings
result in an upgrade of APS' debt ratings
result in lower long-term costs for their customers, or
be appropriate under the circumstances

17 Q Should the $115 million of interim relief requested by APS be granted?

No. After the Commission's actions in Decision No. 70454, and based on Staffs analysis

and the current time-table for establishing new base rates for APS in the current APS

general rate case, APS does not require a $115 million interim rate increase at this time

22

23

E An Alternative Basis for Determining an Amount of lnterim Rate Increase for APS Should

the Commission be Inclined to Grant an Increase

24 Q Is Staff presenting the Commission with an alternative basis for determining an

amount of interim rate increase for APS?

Yes. While Staff is not recommending an interim rate increase during the pendency of

APS' general rate case, and Staff is not recommending any interim increase, Staff is
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presenting the Commission with an alternative basis for determining an amount of interim

rate increase, should the Commission be inclined to grant one

4 Q Please describe the basis for Staff's alternative recommendation

Staffs alternative is based on the growth in APS' jurisdictional rate base from Decision

No. 69663 in APS's last rate case through the end of the test year in the current rate case

December 31, 2007 (without pro forma adjustments). Based on the growth in

jurisdictional rate base dtuing that period, Staff" s alternative would provide an interim rate

increase of approximately $65 million. For comparative purposes, the $65 million would

represent approximately 56.5% of the $115 million interim rate increase requested by

13 Q. What test year is being used in APS' current general rate case

A test year ending December 31, 2007 is being used in the rate case

16 Q. What test year was used in APS' last general rate case

A test year ending September 30, 2005 was used in APS' last rate case, Docket No. E

01345A-05-0816 et al

20 Q Has APS added net plant in service and increased its jurisdictional rate base after its

last rate case through December 31, 2007?
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1 Q~

2

How does the jurisdictional rate base for APS approved in Decision No. 69663

compare with APS' unadjusted jurisdictional rate base at December 31, 2007, as

filed by APS in the current general rate case?3

4 In Decision No. 69663, the Commission determined that APS' jurisdictional adjusted

original cost rate base was $4.403 billion. In the current rate case, APS' filing at Schedule

B-1, page 1, Column D, shows an unadjusted jurisdictional rate base of $4.941 billion.

Based on the change in jur isdict iona l ra te base from Decis ion No.  69663 through

December 31, 2007, the end of the test year, this is an increase of approximately $538

million.

5

6

7

8

9

10

11 Q, Has Staff completed its verification of the unadjusted jurisdictional rate base at

December 31, 2007, as filed by APS in the current general rate case?12

13

14

No. Staff is in the early process of reviewing APS' general rate case filing. As part of the

init ia l review,  we have begun tracing the amounts of unadjusted ra te base on APS'

Schedule B-1 to the source documents ,  such a s  the Company's  audited f inancia l

s ta tements  and suppor t ing documenta t ion,  however ,  tha t  process has not  yet  been

completed. Staff has issued a number of data requests to APS to help facilitate this

verification process.

15

16

17

18

19

20 Q.

21

22

Has Staff reviewed APS' general rate increase filing in sufficient detail at this point

to determine approximately what amount of permanent increase Staff would be

recommending?

23

24

25

A.

A.

A. No. Not at this time. Staffs consultants, including myself, have just recently commenced

the analysis of APS' general ra te case filing. Staff anticipates having that analysis

completed by the filing date specified in the general rate case for Staffs filing of direct
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1

2

testimony on revenue requirements. According to the current schedule,  that  date is

December 19, 2008.

3

4 Q- Have you been able to determine what portions of the increase requested by APS in

5 its general rate case are likely to not be controversial?

6

7

8

9

10

Not with a precise degree of accuracy. However, unless imprudence or accounting errors

were to be found, a utility's net book plant, taken from its audited accounting records,

would tend not to be controversial,  whereas utility proposed pro forma adjustments,

especially ones that are significantly different from those approved by the regulatory

commission in the prior rate case, may tend to be controversial,

11

12 Q,

13

Given the time frame provided for addressing APS' request for interim rates, how

would you recommend that an amount of interim increase be determined?

14

15

16

17

18

Given the limited review time available to address a revenue requirement for interim rates,

one method of providing for interim rates would be to recognize the increased investment

in net plant that APS has experienced from its last rate case through December 31, 2007,

the end of the test year in the current APS general rate case, and to base the interim rate

increase on providing a return on that, at the last approved cost of capital.

19

20

21

22

23

24

25

26

A.

A.

APS had invested in net plant since the test year in its last rate case. A portion of APS'

investment in net plant through December 31, 2007, the end of the test year in APS'

current general rate case, has not yet been recognized for ratemaking purposes. The

increase in jurisdictional rate base from Decision No. 69663 through December 31, 2007

could be used as a basis for determining an amount of interim rate increase in the current

proceeding. If the Commission determines that it  should grant APS an inter im rate

increase, I recommend an interim increase of approximately $65.2 million effective with
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1

2

the list billing cycle in November 2008, and contingent upon APS receiving the $400

million equity infusion from PNW by then.

3

4 Q- Why would you focus on net plant, rather than total capital expenditures, i.e., on

gross plant?5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Focusing on gross plant or total capital expenditures, rather than on net plant or net growth

in jurisdictional rate base, would substantially overstate the net amount financed by

investors. The major component of rate base is net plant. In deriving rate base,

Accumulated Depreciation is subtracted from Plant in Service to derive net plant.

Depreciation accruals, which continue each year, provide a source of funds supporting

APS' investment in plant. As shown on Schedule E-2, line 4 of APS' filing, the Company

recorded Depreciation and Amortization of $353 million in 2006 and $365.4 million in

2007. As shown on Schedule E-1, page l, lines 1-3 of APS' filing, from 12/31/05 to

12/31/07, APS' gross Plant in Service (and held for future use) increased from $l0.683

billion to $11.583 billion, an increase of approximately $899 million over that two-year

period. Concurrent with that, however, Accumulated Depreciation also grew from

approximately $4 billion as of 12/31/05 to $4.387 billion as of 12/31/87, for an increase of

approximately $386 million. Using the information on APS' Schedule E-1, line 3, as an

approximation of the growth in net plant, from 12/31/05 to 12/31/07, APS' net utility plant

grew from $6.681 billion to $7.196 billion, an increase of approximately $514 million.

23

24

25

26

A.

From another perspective, adjusted jurisdictional net plant for APS, as reflected in

Decision No. 69663, was approximately $5.750 billion. Unadjusted jurisdictional net

plant in APS' current rate case filing (at Schedule B-1, column D) is approximately

$6.241 billion. This represents an increase in jurisdictional net plant of approximately

$491 million.
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1 Q- What amount of interim rate increase would you suggest in order to provide rate

2 recognition of the increase in jurisdictional rate base that APS has experienced

3 through December 31, 2007?

4 A.

5

6

7

If the Commission determines that it should grant APS an interim rate increase, I

recommend an interim increase in the amount of $65.2 million effective with the first

billing cycle in November 2008, and contingent upon APS receiving the $400 million

equity infusion from PNW by that time.

8

9 Q- Have you attached calculations showing how you derived that amount?

10

11

Yes. Supporting calculations for Staffs alternative basis for determining an amount of

Interim Rate increase are presented in Attachment RCS-4.

12

13 Q- Please explain Attachment RCS-4.

14 A.

15

16

17

18

19

20

21

22

23

Attachment RCS-4 is essentially a simplified revenue requirements model. Schedule A

shows the amount of revenue increase. The net change in jurisdictional rate base from

Decision No. 69663 to the unadjusted end-of-test-year amount from APS' Schedule B-1,

column D, of $538 million, is multiplied by the cost of capital of 8.32% from Decision

No. 69663, to derive operating income required of $44,753 million. Increased rate base

produced an increased interest deduction, using the Commission's interest synchronization

methodology, which decreased income tax expense and increased operating income by

$5.212 million, as shown on Schedule A, line 4. The net change in operating income of

$39541 million is multiplied by the gross revenue conversion factor of 1.6491 to derive

the alternative amount of interim rate increase of approximately $65.2 million.

24

25

26

Supporting calculations are included in Attachment RCS-4. Schedule A-1 shows the gross

revenue conversion factor. Schedule B shows the change in jurisdictional rate base.

l I IllllllHIllllllllllllll\\l\ lullllll II

A.
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Schedule C shows the impact of interest synchronization. Schedule D shows the capital

structure and cost of capital authorized in Decision No. 69663

4 Q Does a $65.2 million interim increase reflect any impact from APS pro forma rate

base adjustments or a higher cost of capital than the Commission approved in

Decision No. 69663?

No. Because APS' general rate case has not been reviewed in sufficient detail as of this

time to ascertain what amount of permanent rate increase Staff would recommend, Shave

limited the rate base change to actual as of December 31, 2007 and have not included any

APS-proposed pro forma adjustments. This amount also utilizes the same capital stl'Llcture

and cost of capital that the Commission approved in Decision No. 69663. Staff will

evaluate and respond to APS' request for a higher cost of capital in the general rate case

14 Q Should the amount of interim rate increase be tied to a single financial ratio, such as

FFo/Debt?

No. As discussed above, APS is not currently experiencing a financial emergency. Nor

does a downgrade to junk status appear probable or imminent during the pendency of

APS' current general rate case. As described on pages 16-21 of my testimony, even

without any interim rate increase, APS's FFO/Debt ratio is projected to remain within the

range established by S&P for APS' current debt rating and risk profile. Staff also cautions

against basing any rate relief for APS on the results of a single financial ratio, such as

FFO/Debt. As explained by Staff witness Parcell, financial ratios that are used by credit

rating agencies are one item of information that APS has presented. Staff recommends

against replacing the Commission's traditional raternaking model of cost-based, rate-of-

return regulation with a new model that would base utility rate increases on targeting one

specific financial ratio, such as FFO/Debt
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1 Q~ Is it necessary to tie the amount of an interim rate increase to an expired fuel

2

3

4

5

6

7

8

9

10

surcharge?

No. The basis for the amount of interim rate increase requested by APS is tied to the

approximately 4 mils per kph of a PSA surcharge that expired in July 2008. Since that

surcharge has expired, and has been removed from customer rates as originally intended

upon full recovery of the surcharged costs, there is no need to now tie the amount of an

interim rate increase to an expired fuel surcharge. Staff s analysis indicates that APS does

not require an interim rate increase of $115 million at this time. Moreover, the amount of

interim increase need not, and should not be, tied to the amount of the PSA surcharge that

expired in July 2008.

11

12 Q-

13

14

Have any credit rating agencies announced that APS' debt would be downgraded if

APS' request for interim rates were to be granted in an amount substantially lower

than the $115 million requested by APS?

15 According to APS' response to data request Staff Interim 2.27(c )44 none have.

16

17 Q-

18

If any refundable interim rate relief were to be granted in response to APS' current

request, what safeguards are required?

19

20

21

22

23

I am not recommending that interim rate relief be granted to APS in this proceeding.

However, if the Commission were inclined to grant APS some amount of interim rate

relief, I am aware that it may be necessary for APS to post a bond.45 Thus, granting an

interim rate increase may result in an additional cost to APS and its ratepayers related to

the cost of the surety bond or letter of credit.

24

A.

A.

A.

44 A copy of that response is included in Attachment RCS-2, page 32.
45 See, e.g., Cite Court of Appeals decision
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1 Q- Has APS estimated what the cost of a surety bond or letter of credit would be?

2

3

Yes. In response to Staff Interim 2.74, APS estimates that the cost of a surety bond or a

letter of credit would be approximately 1% of the face va1ue.46

4

5

6

7

Q- Has APS indicated whether it would be willing to provide such a surety bond or

other form of guarantee?

Yes. APS' response to Staff Interim 2.7347stated as follows:

8

9

10

11

12

Although APS does not believe that it is legally obligated or necessary to
post a bond, APS would nonetheless be willing to provide a bond or a
letter of credit guaranteeing the refunds, if ordered to do so by the
Commission.

13

14 Q- Is there a way to avoid the extra cost of a surety bond or letter of credit to APS and

its ratepayers?

Yes. Such cost could be avoided by denying APS' request for an interim rate increase.

15

16

17

18

19

20

21

Q, Should APS be granted interim rate relief in the absence of the equity infusion?

22

23

24

No. No interim rate increase should be granted to APS until after the $400 million equity

infusion approved by the Commission in Decision No. 70454 has beenmade. Put another

way, any interim rate increase granted to APS should be contingent upon the completion

of the $400 million equity infusion approved by the Commission in Decision No. 70454.

This additional equity would assist APS' efforts to maintain a balance of cost and

financial risk in its capital structure while funding its capital expenditures.

25

A.

A.

A.

A.

46 See Attachment RCS-2, page 49.
47 See Attachment RCS-2, page 50.
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1

2

G. Rate Design

Q Please discuss the rate design proposed by APS for an interim rate increase

APS witness Rumolo's affidavit presents three options for rate design for an interim rate

increase

1) Applying the same per kph charge to all affected customers

2) Applying a fixed percentage of base rates unifonnly across all rate schedules, and

3) A two-step process, which would first assign the revenue requirement to customer

classes (i.e., residential, general service, industrial, etc.) on an energy basis. For

customers who are billed on a demand basis. the revenue increase would be converted

to a per kW demand charge

At page 5 of his affidavit, Mr. Rumolo concludes that each of the three options provides

APS with the same level of interim rate relief and the Company does not have a

preference for any one of the options

17 Q In APS' last general rate case, what rate design did Staff favor, and what generally

did the Commission adopt?

In APS' last rate case, Docket No. E-01345A-05-0816 et al, for APS' new permanent

rates, Staff generally favored a rate spread that reflects the results of the class cost of

service study ("COSS"), as opposed to an across-the-board increase. Decision No. 69663

at page 76, indicates that the Commission generally adopted APS' rate design as modified

by Staff and with an AECC proposal for transmission rate design agreed to by APS
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1 Q For interim rates, does Staff have a preference between the three alternative methods

for rate design proposed by APS?

The rate design for an interim increase should be simple and straight-forward to

implement and should also facilitate being able to track and verify the revenue produced

by the Interim Rate increase in case there is a need to make refunds. If any interim rate

increase is granted, Staff recommends that the Interim Base Rate Surcharge use the same

per-kWh charge for all affected customers

9 Q Does this conclude your testimony

Yes. it does



Attachment RCS-1
QUALIFICATIONS OF RALPH c. SMITH

Accomplishments
Mr. Smith's professional credentials include being a Certified Financial PlannerTm professional, a licensed
Certified Public Accountant and attorney. He functions as project manager on consulting projects
involving utility regulation, regulatory policy and ratemaldng and utility management. His involvement in
public utility regulation has included project management and in-depth analyses of numerous issues
involving telephone, electric, gas, and water and sewer utilities

Mr. Smith has performed work in the field of utility regulation on behalf of industry, PSC staffs, state
attorney generals, municipalities, and consumer groups concerning regulatory matters before regulatory
agencies in Alabama, Alaska, Arizona, Arkansas, California, Connecticut, Delaware, Florida, Georgia
Hawaii, Illinois, Indiana, Kentucky, Louisiana, Maine, Michigan, Minnesota, Mississippi, Missouri, New
Jersey, New Mexico, New York, Nevada, North Dakota, Ohio, Pennsylvania, South Carolina, South
Dakota, Texas, Utah, Vermont, Washington, Washington, D.C., Wisconsin, Canada, Federal Energy
Regulatory Commission and various state and federal courts of law. He has presented expert testimony in
regulatory hearings on behalf of utility commission staffs and interveners on several occasions

Project manager in Larldn & Associates' review, on behalf of the Georgia Commission Staff, of the budget
and planning activities of Georgia Power Company; supervised 13 professionals; coordinated over 200
interviews with Company budget center managers and executives, organized and edited voluminous audit
report, presented testimony before the Commission. Functional areas covered included fossil plant O&M
headquarters and district operations, internal audit, legal, affiliated transactions, and responsibility
reporting. All of our findings and recommendations were accepted by the Commission

Key team member in the flrm's management audit of the Anchorage Water and Wastewater Utility on
behalf of the Alaska Cormnission Staff; which assessed the effectiveness of the Utility's operations in
several areas, responsible for in-depth investigation and report writing in areas involving information
systems, finance and accounting, affiliated relationships and transactions, and use of outside contractors
Testified before the Alaska Commission concerning certain areas of the audit report. AWWU concurred
with each of Mr. Smith's 40 plus recommendations for improvement

Co-consultant in the analysis of the issues surrounding gas transportation performed for the law firm of
Cravats, Swain & Moore in conjunction with the case of Reynolds Metals Co. vs. the Columbia Gas
System, Inc., drafted in-depth report concerning the regulatory treatment at both state and federal levels of
issues such as flexible pricing and mandatory gas transportation

Lead consultant and expert witness in the analysis of the rate increase request of the City of Austin
Electric Utility on behalf of the residential consumers. Among the numerous ratemaldng issues addressed
was the economies of the Utility's employment of outside services, provided both written arid oral
testimony outlining recommendations and their bases. Most of Mr. Smith's recommendations were adopted
by the City Council and Utility in a settlement

Key team member performing an analysis of the rate stabilization plan submitted by the Southern Bell
Telephone & Telegraph Company to the Florida PSC; performed comprehensive analysis of the Company's
projections and budgets which were used as the basis for establishing rates

Lead consultant in analyzing Southwestern Bell Telephone separations in Missouri, sponsored the complex
technical analysis and calculations upon which the firm's testimony in that case was based. He has also
assisted in analyzing changes in depreciation methodology for setting telephone rates



Attachment RCS-1, Qualifications of Ralph C. Smith Page 2 of 8

Lead consultant in the review of gas cost recovery reconciliation applications of Michigan Gas Utilities
Company, Michigan Consolidated Gas Company, and Consumers Power Company. Drafted
recommendations regarding the appropriate rate of interest to be applied to any over or under collections
and the proper procedures and allocation methodology to be used to distribute any refunds to customer
classes.

Lead consultant in the review of Consumers Power Company's gas cost recovery refund plan. Addressed
appropriate interest rate and compounding procedures and proper allocation methodology.

Project manager in the review of the request by Central Maine Power Company for an increase in rates.
The major area addressed was the propriety of the Company's ratemaldng attrition adjustment in relation to
its corporate budgets and projections.

Project manager in an engagement designed to address the impacts of the Tax Reform Act of 1986 on gas
distribution utility operations of the Northern States Power Company. Analyzed the reduction in the
corporate tax rate, uncollectibles reserve, ACRS, unbilled revenues, customer advances, CIAC, and timing
of TRA-related impacts associated with the Company's tax liability.

Project manager and expert witness in the determination of the impacts of the Tax Reform Act of 1986 on
the operations of Connecticut Natural Gas Company on behalf of the Connecticut Department of Public
Utility Control - Prosecutorial Division, Connecticut Attorney General, and Connecticut Department of
Consumer Counsel.

Lead Consultant for The Minnesota Depaltment of Public Service ("DPS") to review the Minnesota
Incentive Plan ("Incentive Plan") proposal presented by Northwestern Bell Telephone Company ("NWB")
doing business as U S West Communications ("USWC"). Objective was to express an opinion as to
whether current rates addressed by the plan were appropriate from a Minnesota intrastate revenue
requirements and accounting perspective, and to assist in developing recommended modifications to
NWB's proposed Plan.

Performed a variety of analytical and review tasks related to our work effort on this project. Obtained and
reviewed data and performed other procedures as necessary (1) to obtain an Lmderstanding of the
Company's Incentive Plan filing package as it relates to rate base, operating income, revenue requirements,
and plan operation, and (2) to formulate an opinion concerning the reasonableness of current rates and of
amounts included within the Company's Incentive Plan filing. These procedures included requesting and
reviewing extensive discovery, visiting the Company's offices to review data, issuing follow-up
information requests in many instances, telephone and on-site discussions with Company representatives,
and frequent discussions with counsel and DPS Staff assigned to the project.

Lead Consultant in the regulatory analysis of Jersey Central Power & Light Company for the Department
of the Public Advocate, Division of Rate Counsel. Tasks performed included on-site review and audit of
Company, identification and analysis of specific issues, preparation of data requests, testimony, and cross
examination questions. Testified in Hearings.

Assisted the NARUC Committee on Management Analysis with drafting the Consultant Standards for
Management Audits.

Presented training seminars covering public utility accounting, tax reform, ratemaldng, affiliated
transaction auditing, rate case management, and regulatory policy in Maine, Georgia, Kentucky, and
Pennsylvania. Seminars were presented to commission staffs and consumer interest groups.
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Previous Positions

With Larkin, Chapsld and Co., the predecessor firm to Larldn & Associates, was involved primarily in
utility regulatory consulting, and also in tax planning and tax research for businesses and individuals, tax
return preparation and review, and independent audit, review and preparation of financial statements.

Installed computerized accounting system for a realty management firm.

Educa t i on

Bachelor of Science in Administration in Accounting, with distinction, University of Michigan, Dearborn,
1979.

Master of Science in Taxation, Walsh College, Michigan, 1981. Master's thesis dealt with investment tax
credit and property tax on various assets.

Juris Doctor, cum laude, Wayne State University Law School, Detroit, Michigan, 1986. Recipient of
American Jurisprudence Award for academic excellence.

Continuing education required to maintain CPA license and CFP® certificate.

Passed all parts of CPA examination in first sitting, 1979. Received CPA certificate in 1981 and Certified
Financial Planning certificate in 1983. Admitted to Michigan and Federal bars in 1986.

Michigan Bar Association.

American Bar Association, sections on public utility law and taxation.

Partial list of utility cases participated in:

79-228-EL-FAC
79-231 -EL-FAC
79-535-EL-AIR
80-235-EL-FAC
80-240-EL-FAC
U-1933 *
U-6794
81 -0035TP
81 -0095TP
81 -308-EL-EFC
810136-EU
GR-81 -342
Tr-81 -208
U-6949
8400
18328
18416
820100-EU
8624
8648
U-7236
U6633-R
U-6797-R

Cincinnati Gas & Electric Company (Ohio PUC)
Cleveland Electric Illuminating Company (Ohio PUC)
East Ohio Gas Company (Ohio PUC)
Ohio Edison Company (Ohio PUC)
Cleveland Electric Illuminating Company (Ohio PUC)
Tucson Electric Power Company (Arizona Corp. Commission)
Michigan Consolidated Gas Co. --16 RefUnds (Michigan PSC)
Southern Bell Telephone Company (Florida PSC)
General Telephone Company of Florida (Florida PSC)
Dayton Power & Light Co.- Fuel Adjustment Clause (Ohio PUC)
Gulf Power Company (Florida PSC)
Northern States Power Co. -- E-002/Minnesota (Minnesota PUC)
Southwestern Bell Telephone Company (Missouri PSC))
Detroit Edison Company (Michigan PSC)
East Kentucky Power Cooperative, Inc. (Kentucky PSC)
Alabama Gas Corporation (Alabama PSC)
Alabama Power Company (Alabama PSC)
Florida Power Corporation (Florida PSC)
Kentucky Utilities (Kentucky PSC)
East Kentucky Power Cooperative, Inc. (Kentucky PSC)
Detroit Edison - Burlington Northern Refund (Michigan PSC)
Detroit Edison - MRCS Program (Michigan PSC)
Consumers Power Company -MRCS Program (Michigan PSC)



U-5510-R

82-240E

Consumers Power Company - Energy conservation Finance
Program (Michigan PSC)
South Carolina Electric & Gas Company (South Carolina PSC)
Generic Worldng Capital Hearing (Michigan PSC)
Westcoast Transmission Co., (National Energy Board of Canada)
Southern Bell Telephone & Telegraph Co. (Florida PSC)820294-TP

82- 165-EL-EFC
(Subfile A)
82- 168-EL-EFC
8300 I2-EU
U-7065

ER-83-206
U-4758

Toledo Edison Company(Ohio PUC)
Cleveland Ele m Illuminating Company (Ohio PUC)
Tampa Electric Company (Florida PSC)
The Detroit Edison Company - Fenny II (Michigan PSC)
Columbia Gas of Kentucky, Inc. (Kentucky PSC)
Arkansas Power & Light Company (Missouri PSC)
The Detroit Edison Company - Refunds (Michigan PSC)
Kentucky American Water Company (Kentucky PSC)
Western Kentucky Gas Company (Kentucky PSC)
Connecticut Light & Power Co. (Connecticut DPU)
Palm Coast Utility Corporation (Florida PSC)
Consumers Power Co. - Partial and Immediate (Michigan PSC)
Continental Telephone Company of California, (Nevada PSC)
Consumers Power Company - Final (Michigan PSC)
Detroit Edison Co., FAC & PIPAC Reconciliation (Michigan PSC)
Louisiana Power & Light Company (Louisiana PSC)
Campaign Ballot Proposals (Michigan PSC)
Seacoast Utilities (Florida PSC)
Detroit Edison Company (Michigan PSC)
CP National Corporation (Nevada PSC)
Michigan Gas Utilities Company (Michigan PSC)
Sierra Pacific Power Company (Nevada PSC)
Florida Power & Light Company (Florida PSC)
Michigan Consolidated Gas Company (Michigan PSC)
Consumers Power Company (Michigan PSC)
Michigan Consolidated Gas Company (Michigan PSC)
Consumers Power Company - Gas (Michigan PSC)
Michigan Gas Utilities Company (Michigan PSC)
Detroit Edison Company (Michigan PSC)
Indiana & Michigan Electric Company (Michigan PSC)
Continental Telephone Co. of the South Alabama (Alabama PSC)
Duquesne Light Company (Pennsylvania PUC)
Pennsylvania Power Company (Pennsylvania PUC)
Tampa Electric Company (Florida PSC)
Louisiana Power & Light Company (Louisiana PSC)
Continental Telephone Co. of the South Alabama (Alabama PSC)

83-07- 15
81 -0485-WS
U-7650
83-662
U-7650
U-6488-R
U-15684
7395 & U-7397
820013-WS
U-7660
83- 1039
U-7802
83- 1226
830465-EI
U-7777
U-7779
U-7480-R
U-7488-R
U-7484-R
U-7550-R
U-7477-R* *
18978
R-842583
R-842740
850050-EI
16091
19297
76-18788AA
&76-18793AA Detroit Edison - Refund - Appeal of U-4807 (Ingham

County, Michigan Circuit Court)
85-53476AA
& 85-534785AA Detroit Edison Refund - Appeal ofU-4758

(Ingham County, Michigan Circuit Court)
Consumers Power Company - Gas Refunds (Michigan PSC)
United Telephone Company of Missouri (Missouri PSC)
Central Maine Power Company (Maine PSC)

U-8091/U-8239
TR-85-179**
85-212
ER-85646001
& ER-85647001
850782-EI & 850783-EI
R-860378

New England Power Company (FERC)
Florida Power & Light Company (Florida PSC)
Duquesne Light Company (Pennsylvania PUC)
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R-850267
851007-WU
& 840419-SU
G-002/GR-86-160
7195 (Interim)
87-01-03
87-01-02

Pennsylvania Power Company (Pennsylvania PUC)

R-860378
3673-
29484
U-8924
Docket No. 1
Docket E-2, Sub 527
870853
880069**
U~1954-88-102
T E-1032-88-102
89-0033
U-89-2688-T
R-891364
F.C. 889
Case No. 88/546*

87-11628*

890319-EI
891345-EI
ER 8811 0912]
6531
R0901595
90-10
89-12-05
900329-WS
90-12-018
90-E-1185
R-911966
1.90-07-037, Phase II

U-1551-90-322
U-1656-91-134
U-2013-91-133
91-174***

U-1551-89-102
& U-1551-89-103
Docket No. 6998
TC-91-040A and
TC-91-040B

9911030-WS &
911-67-WS
922180
7233 and 7243

Florida Cities Water Company (Florida PSC)
Northern States Power Company (Minnesota PSC)
Gulf States Utilities Company (Texas PUC)
Connecticut Natural Gas Company (Connecticut PUC))
Southern New England Telephone Company
(Connecticut Department of Public Utility Control)
Duquesne Light Company Surrebuttal (Pennsylvania PUC)
Georgia Power Company (Georgia PSC)
Long Island Lighting Co. (New York Dept. of Public Service)
Consumers Power Company - Gas (Michigan PSC)
Austin Electric Utility (City of Austin, Texas)
Carolina Power & Light Company (North Carolina PUC)
Pennsylvania Gas and Water Company (Pennsylvania PUC)
Southern Bell Telephone Company (Florida PSC)
Citizens Utilities Rural Company, Inc. & Citizens Utilities
Company, Kinsman Telephone Division (Arizona CC)
Illinois Bell Telephone Company (Illinois CC)
Puget Sound Power & Light Company (Washington UTC))
Philadelphia Electric Company (Pennsylvania PUC)
Potomac Electric Power Company (District of Columbia PSC)
Niagara Mohawk Power Corporation, et al Plaintiffs, v.
Gulf-1-Western, Inc. et al, defendants (Supreme Court County of
Onondaga, State of New York)
Duquesne Light Company, et al, plaintiffs, against Gulf+
Wester, Inc. et al, defendants (Court of the Common Pleas of
Allegheny County, Pennsylvania Civil Division)
Florida Power & Light Company (Florida PSC)
Gulf Power Company (Florida PSC)
Jersey Central Power & Light Company (BPU)
Hawaiian Electric Company (Hawaii PUCs)
Equitable Gas Company (Pennsylvania Consumer Counsel)
Altesian Water Company (Delaware PSC)
Southern New England Telephone Company (Connecticut PUC)
Southern States Utilities, Inc. (Florida PSC)
Southern California Edison Company (California PUC)
Long Island Lighting Company (New York DPS)
Pennsylvania Gas & Water Company (Pennsylvania PUC)
(Investigation of OPEBs) Department of the Navy and all Other
Federal Executive Agencies (California PUC)
Southwest Gas Corporation (Arizona CC)
Sun City Water Company (Arizona RUCO)
Havasu Water Company (Arizona RUCO)
Central Maine Power Company (Department of the Navy and all
Other Federal Executive Agencies)
Southwest Gas Corporation - Rebuttal and PGA Audit (Arizona
Corporation Commission)
Hawaiian Electric Company (Hawaii PUC)
Intrastate Access Charge Methodology, Pool and Rates
Local Exchange Carriers Association and South Dakota
Independent Telephone Coalition
General Development Utilities - Port Malabar and
West Coast Divisions (Florida PSC)
The Peoples Natural Gas Company (Pennsylvania PUC)
Hawaiian Nonpension Postretirement Benefits (Hawaiian PUC)



R-00922314
& M-920313C006
R00922428
E-1032-92-083 &
U-1656-92-183

Metropolitan Edison Company (Pennsylvania PUC)
Pennsylvania American Water Company (Pennsylvania PUC)

92-09- 19
E- 1032-92-073
UE-92- 1262
92-345
R-932667
U-93-60**
U-93-50**
U-93-64

E-1032-93-111 &
U-1032-93-193
R-00932670
U-l514-93-169/
E-1032-93-169

93-2006- GA-AIR*
94-E-0334
94-0270
94-0097
PU-314-94-688
94-12-005-Phase I
R-953297
95-03-01
95-0342
94-996-EL-AIR
95-1000-E
Non-Docketed
Stay Investigation
E-1032-95-473
E-1032-95-433

GR-96-285
94-10-45
A_96_08-001 et al

96-324
96-08-070. et al

97-05-12
R-00973953

Citizens Utilities Company, Agua Fria Water Division
(Arizona Corporation Commission)
Southern New England Telephone Company (Connecticut PUC)
Citizens Utilities Company (Electric Division), (Arizona CC)
Puget Sound Power and Light Company (Washington UTC))
Central Maine Power Company (Maine PUC)
Pennsylvania Gas & Water Company (Pennsylvania PUC)
Matanuska Telephone Association, Inc. (Alaska PUC)
Anchorage Telephone Utility (Alaska PUC)
PTI Communications (Alaska PUC)
Hawaiian Electric Company, Inc. (Hawaii PUC)
Citizens Utilities Company - Gas Division
(Arizona Corporation Commission
Pennsylvania American Water Company (Pennsylvania PUC)
Sale of Assets CC&N from Contel of the West. Inc. to
Citizens Utilities Company (Arizona Corporation Commission)
Hawaiian Electric Company, Inc. (Hawaii PUC)
The East Ohio Gas Company (Ohio PUC)
Consolidated Edison Company (New York DPS)
Inter-State Water Company (Illinois Commerce Commission)
Citizens Utilities Company, Kauai Electric Division (Hawaii PUC)
Application for Transfer ofLocal Exchanges (North Dakota PSC)
Pacific Gas & Electric Company (California PUC)
UGI Utilities, Inc. - Gas Division (Pennsylvania PUC)
Southern New England Telephone Company (Connecticut PUC)
Consumer Illinois Water, Kankakee Water District (Illinois CC)
Ohio Power Company (Ohio PUC)
South Carolina Electric & Gas Company (South Carolina PSC)
Citizens Utility Company - Arizona Telephone Operations
(Arizona Corporation Commission)
Citizens Utility Co. - Northern Arizona Gas Division (Arizona CC)
Citizens Utility Co. - Arizona Electric Division (Arizona CC)
Collaborative Raternaking Process Columbia Gas of Pennsylvania
(Pennsylvania PUC)
Missouri Gas Energy (Missouri PSC)
Southern New England Telephone Company (Connecticut PUC)
California Utilities' Applications to Identify Sunk Costs of Non
Nuclear Generation Assets, & Transition Costs for Electric Utility
Restructuring, & Consolidated Proceedings (California PUC)
Bell Atlantic - Delaware, Inc. (Delaware PSC)
Pacific Gas & Electric Co.. Southern California Edison Co. and
San Diego Gas & Electric Company (California PUC)
Connecticut Light & Power (Connecticut PUC)
Application of PECO Energy Company for Approval of its
Restructuring Plan Under Section 2806 of the Public Utility Code
(Pennsylvania PUC)
Application of Delmarva Power &Light Co. for Application of a
Cost Accounting Manual and a Code of Conduct (Delaware PSC)
Energy Gulf States, Inc. (Cities Steering Committee)
Southwestern Telephone Co. (Arizona Corporation Commission)
Delaware - Estimate Impact of Universal Services Issues
(Delaware PSC)

16705
E-1072-97-067
Non-Docketed
Staff Investigation
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pU-314-97-12
97-0351
97-8001

US West Communications, Inc. Cost Studies (North Dakota PSC)
Consumer Illinois Water Company (Illinois CC)
Investigation of Issues to be Considered as a Result of Restructuring of Electric
Industry (Nevada PSC)
Generic Docket to Consider Competition in the Provision
of Retail Electric Service (Arizona Corporation Commission)

98-05-006-Phase I San Diego Gas & Electric Co., Section 386 costs (California PUC)
9355-U Georgia Power Company Rate Case (Georgia PUC)
97-12-020 - PhaseI Pacific Gas & Electric Company (California PUC)
U-98-56, U-98-60, Investigation of 1998 Intrastate Access charge filings
U-98-65, U-98-67 (Alaska PUC)
(U-99-66, U-99-65, Investigation of 1999 Intrastate Access Charge filing
U-99-56, U-99-52) (Alaska PUC)
Phase II of 97-SCCC-149-GIT

Southwestern Bell Telephone Company Cost Studies (Kansas CC)
PU-314-97-465 US West Universal Service Cost Model (North Dakota PSC)
Non-docketed Assistance Bell Atlantic - Delaware, Inc., Review of New Telecomm.

U-0000-94-165

Contract Dispute

Non-docketed Project
Non-docketed
Project
E-1032-95-417

T-1051B-99-0497

T-0105lB-99-0105
A00-07-043
T-01051B-99_0499
99-419/420
pU314-99-119

98-0252

00- 108
U-00-28
Non-Docketed

00-11-038
00-11-056
00-10-028

98-479

99-457

99-582

99-03-04

and Tariff Filings (Delaware PSC)
City of Zealand, MI - Water Contract with the City of Holland, MI
(Before an arbitration panel)
City of Danville, IL - Valuation of Water System (Danville, IL)

Village of University Park, IL - Valuation of Water and
Sewer System (Village of University Park, Illinois)
Citizens Utility Co., Maricopa Water/Wastewater Companies
et al. (Arizona Corporation Commission)
Proposed Merger of the Parent Corporation of Qwest
Communications Corporation, LCI International Telecom Corp.,
and US West Communications, Inc. (Arizona CC)
US West Communications, Inc. Rate Case (Arizona CC)
Pacific Gas & Electric - 2001 Attrition (California PUC)
US West/Quest Broadband Asset Transfer (Arizona CC)
US West, Inc. Toll and Access Rebalancing (North Dakota PSC)
US West, Inc. Residential Rate Increase and Cost Study Review
(North Dakota PSC
Ameritech - Illinois, Review of Alternative Regulation Plan
(Illinois CUB)
Delmarva Billing System Investigation (Delaware PSC)
Matanuska Telephone Association (Alaska PUC)
Management Audit and Market Power Mitigation Analysis of the
Merged Gas System Operation of Pacific Enterprises and Enova
Corporation (California PUC)
Southern California Edison (California PUC)
Pacific Gas & Electric (California PUC)
The Utility Reform Network for Modification of Resolution E-
3527 (California PUC)
Delmarva Power & Light Application for Approval of its Electric
and Fuel Adjustments Costs (Delaware PSC)
Delaware Electric Cooperative Restructuring Filing (Delaware
PSC)
Delmarva Power & Light db Conectiv Power Delivery
Analysis of Code of Conduct andCost Accounting Manual (Delaware PSC)
United Illuminating Company Recovery of Stranded Costs
(Connecticut OCC)
Connecticut Light & Power (Connecticut OCC)99-03-36

Civil Action No.
98-1117 West Penn Power Company vs. PA PUC (Pennsylvania PSC)



Case No. 12604
Case No. 12613
41651
13605-U
14000-U
13196-U

Non-Docketed

Non-Docketed

Upper Peninsula Power Company (Michigan AG)
Wisconsin Public Service Commission (Michigan AG)
Northern Indiana Public Service Co Overeamings investigation (Indiana UCC)
Savannah Electric & Power Company - FCR (Georgia PSC)
Georgia Power Company Rate Case/M&S Review (Georgia PSC)
Savannah Electric & Power Company Natural Gas Procurement and Risk
Management/I-Iedging Proposal, Docket No. 13196-U (Georgia PSC)
Georgia Power Company & Savannah Electric & Power FPR
Company Fuel Procurement Audit (Georgia PSC)
Transition Costs of Nevada Vertically Integrated Utilities (US Department of

Application No
99-01-016

Post-Transition Ratemaking Mechanisms for the Electn'c Industry
Restructuring (US Department of Navy)

Phase I
99-02-05
01-05-19-RE03

G-01551A_00_0309

00-07-043

Connecticut Light & Power (Connecticut OCC)
Yankee Gas Service Application for a Rate Increase, Phase I-2002-IERM
(Connecticut OCC)
Southwest Gas Corporation, Application to amend its rate
Schedules (Arizona CC)
Pacific Gas & Electric Company Attrition & Application for a rate increase
(California PUC)

97- l 2-020
Phase II
01 - 10- l0
13711 -U
02-00 l
02-BLVT-377-AUD
02-S&TT-390-AUD
01-SFLT-879-AUD

01-BSTT-878-AUD

Pacific Gas & Electric Company Rate Case (California PUC)
United Illuminating Company (Connecticut OCC)
Georgia Power FCR (Georgia PSC)
Verizon Delaware § 27l(Delaware DPA)
Blue Valley Telephone Company Audit/General Rate Investigation (Kansas CC)
S&T Telephone Cooperative Audit/General Rate Investigation (Kansas CC)
Sunflower Telephone Company Inc., Audit/General Rate Investigation
(Kansas CC)
Bluestem Telephone Company, Inc. Audit/General Rate Investigation
(Kansas CC)

p404. 407. 520. 413
426. 427. 430. 421/
CI-00-712

U-01-85

U-01-34

U-01-83

U-01-87

96-324. Phase II
03-WHST-503-AUD
04-GNBT-130-AUD
Docket 6914

Sherbume County Rural Telephone Company, db as Connections, Etc
(Minnesota DOC)
ACS of Alaska, db as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of Anchorage, db as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of Fairbanks, db as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
ACS of the Northland, db as Alaska Communications Systems (ACS), Rate
Case (Alaska Regulatory Commission PAS)
Verizon Delaware, Inc. UNE Rate Filing (Delaware PSC)
Wheat State Telephone Company (Kansas CC)
Golden Belt Telephone Association (Kansas CC)
Shoreham Telephone Company, Inc. (Vermont BPU)
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2.96 Capital Expenditures from 9/30/05 through 5/31/08 No 9 2- 10
APS13014 Bond Ratings No 2 11 - 12

2.38 Default Conditions No 1 13
2.39 Default Conditions No 1 14

Staff 1.13 2007 PSA Surcharge No 1 15
Standard 81 Poor's Credit Agency Report - January 24,
2006 No 3 16- 18

APS13070 Standard & Poor's Rating Direct Report - June 25, 2008 No 5 19-23
APS13012 Fitch's Janua so, 2006 Report No 2 24-25

2.58 Bond Ratings No 1 26
2.55 Bond Ratings No 4 27-30
2.71 Bond Ratings - Long-term debt No 1 31
2.27 Brandt's affidavit - Base Rates No 1 32
2.76 Cash Flow No 1 33
2.24 Brandt's affidavit - Debt Markets No 1 34
2.19 Brandt's affidavit - Equity No 1 35

APS13333 FFo/Debt Impact No 1 36
Appendix A to Staff Closing Brief - Docket No. E-
01345A-06-0009 No 5 37-41

APS13051 Moody's Credit Opinion - July 28, 2008 No 6 42 -47
2.97 Rate Increase No 1 48
2.74 Bond Costs No 1 49
2.73 Interim Rate Relief Refund No 1 50

APS13052 Moody's Credit Opinion II - July 28, 2008 No 6 51 -56
2.59 & 2.60 ..
Supplement 2 Net Cash Flow to Capital Expenditures and FFO/Debt No 4 57 - 60

Standard & Poor's U.S. Utilities Ratings Analysis -
November 30, 2007 No 4 61 -64
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0]72-INTERIM RATES

JULY 3 I . 2008

Staff Interim 2.96 W. Ruh1Olo'S"-affidavit at page 2, lines" 18-19 refers tb the
functioning of the Transmission Cost Adjustor ("TCA"). (a)
Please explain in detai l  how the TCA addresses capi tal
expenditures related to transmission. (b) If plant additions for
transmission are not included in the TCA, explain fully why not
(c) How much of the $1 billion per year capital expenditures
mentioned in the Brant affidavit (see, e.g., page 5, line 16 and
elsewhere) is for transmission that would be included in the TCA?
(d) How much of the approximately $1.7 billion that Mr. Brandt
says APS spent from June 28, 2007 to May 31, 2008 on ACC
jurisdictional capital projects was for transmission? (e) How much
of the approximately $1 .7 billion that Mr. Brandt says (on page 5
line 25) APS spent from June 28, 2007 to May 31, 2008 on ACC
jurisdictional capital projects was for non-discretionary capital
expenditures? (1) Please provide a breakout of the $1.7 billion by
type of plant; for all completed projects, show the amount of plant
additions by plant account. (g) Does APS consider transmission to
be ACC-jurisdictional? If not, explain fully why not. (h) Does
consider the costs that it recovers in the TCA to be ACC
jurisdictional? If not, explain fully why not. (i) During any months
in 2007 or 2008 did APS have any deferrals relating to the TCA"
If so, please show the deferred balances relating to the TCA in
each month of 2007 and 2008, by account. If not, explain fully
why not

Response
(a) and (b) Capital expenditures related to transmission are recoverable

under the TCA to the extent that such expenditures me recoverable in
the Company's wholesale transmission formula rate. The FERC
approved transmission fionnula rate recovers capital expenditures to the
extent that the expenditure relates to a project that either already closed
to service as of the yearly May lath update to the FERC rates, or is
projected to close to service in the then-current calendar year

(c) Transmission expenditures vary betweenapprcndmately $200 million per
year and approximately $300 million per year for 2008 through 2010
The total forecast for transmission expenditures across this
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-0]345A-08-0172-INTERIM RATES

JULY 31. 2008

Staff Interim 2.96

Response Continued

period is approximately $800 million (see Exhibit DEB-3 from Mr
Brandt's Direct Testimony in the General Rate Case)

(d) Please note that the $1 .7 billion discussed in Mr. Brandt's affidavit was
spent firm October 1, 2005 to May 31, 2008, and not from June 28
2007 as described in the question. The period of October 1, 2005 to
May 31, 2008 was chosen because it covers the time between end of the
Test Year of the Company's last rate case (Decision No. 69663), and the
date of Mr. Brandt's affidavit

With that clarification, no transmission expenditures are included in the
$1.7 billion discussed inMr. Brandt's affidavit

(e) See discussion above regarding the time period of the spending, and see
the answer to Staff 2.12 for a discussionon discretionary versus non
discretionary capital spending

(f) See attached spreadsheets showing 10/1/05 thru 5/31/08 expenditures
(APSl3341) and plant additions (APS13342)

(g) Since transmission costs are not included on the ACC jurisdictional
Cost of Service Study (COSS), APS does not consider transmission
costs to be ACC jurisdictional

(h) See answer to (g) above. Although costs recovered through the TCA are
paid by retail rate payers, the rates which drive theTCA are set by the

(i) APS has made no TCA specific deferrals. However, APS has reserved
$1.4 million at the FERC jurisdictional level related to the difference
between originally proposed rates and those ultimately settled upon as
pan of the FERC rate case. This reserve will be returned to customers in
the calculation of the next FERC Formula Filing that will take effect in
June 2009

Witness: David Rumolo
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APS Construction Expenditures
4th Quarter 2085 thru May 2008

Jan - May

34

Distribution
Distribution Infrastructure
Cable Replacement
Other Reliability/Replacements
Customer Svc

Meters
Transformers
Svc & Line Extensions
s m Light I Dusk-Dawn
Schedule 3 Receipts recorded as CIAC

Distrib Gen'l Plant - HIS. Facilities

55

Total Distribution

Generation

Nuclear excl Steam Gen Unit 1
Nuclear Fuel
Power Plant lmprv - Nuc
Steam Gen Repl UP
Reactor Vessel Head Repl - U 1, 2, 3

Total Nuclear

Non-Nuclear
AC
Cholla
Navajo
Redhawk
West Phx
Other Fossil excl Yuma Peaking Plant

Total Fossil excl Yuma Peaking Plant

Yuma Peaking plant

Total Generation excl Steam Gen U1

Corporate facilities. I/S infrastructure, etc

APS M&T Info Systems

Total APS excl Transmission. SG-U1

Transmission

Steam Generator Replacement, PV Unit 1

Total APS
APS13341

Page 2 of 2
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ARIZONA puuuc sERve»cE COMPANY
Ton: Addltlonn Buwun October 1, zoos and May 31, Zuni

105.818
1e.0a1.s11

524.292
31 .44e.2s2
4.925.254

15.171114
11.587.18a
5.577.757

1a.944.e2a
101 .008

4a.aa5.e21
8.415.648
3.930.806

2.965.180

ese1o4

11181
47.075335
3.155.009

so.eaz.41s
7.855.897
4.496.952
3224.624

s73.091
1oa.541.aea

9_:l29.s03
112.704.938
25.sso.sz7
1a.191.5z1
9.205.193

(414)
1.298.099

(414)
1a.ass.1e4
8.102.499
2.826.570376.868

(20,549)
us.74e

6.237 .038

3.616.948
8.503.210
1.1 07.s49

291

1e.198.800
1a.502.ea4
2,042,367

1s7.7sa.oe2
33.814421
3.148.244

1336.614
(11,95s,os5) (22,821,144) (34,540_\79)

(3,GG8,222)(3,908,222)

764.174 937.327
3.825.125

(221 .275)
(372,185)

2.26T.221
(102,237)
(zzs,os1l

25321517
741 .4s2

16.676.357
1892.823

521.318

5.138.150

4.634.788
4.315.899

13,311
47.920.75s
5.326.754

125_899
(76,874)

11503397
2.849.351

55.138101a5.159.439

21 .e50.520
4.474.677

118,233.984

6,849,823
(188,022)

11.344.264
ao.azo.o1a

72.031 .352
2s.313.s6a
1357.771

4.331 .924-
907.219

as.1u7.ou
15,173,671
1.ss9.75a
1.655.091
5.833.853
3,085,864

21.411 .850
32.512.373
12.559115

14.a5e.18a
1.473.926

a7.304.4sQ9
s2.s14.a21
37.531565
G3.28T_ mol

321.271.092
122.45s.054

10.2S5.427
5,4B022G
1,010,927
4,357,128

19.527.a61
7.879.096
8.438.777
3.511_888

:ao.aeo.ss1
zo_sa7.ooa
21 .501.140

12a.a4e.045
43.258288
11.634179
17.715.aa5
2.077.190
».221.0w

134,150,439
s4,sse,sso
10.s1e.14s
2a.7s1.745
3.695.972
1.441.532

1.103.385
son

\9.455.487
186.913

11.s40.23z
(1s_9uz,osa)

(280,502)
(860,669)

(1 .051 .seal
334

11.70s.e4a
14,241
1424.420

11_268.227
43.78.747
16.721 .280
1.777.792
9.690.474
1.145.037
2.037.719
(103,202)

1,199,490
127.991

o
(1,147,713)
11 382.138

9113.523
17.7H8.199
2.710.528

5.250.125
9.1D2.781
2.723.379

15.110432
43.271 .1 as
6.18889

690.570 2.290.832
1 ao.saa

423.431

1.153.8 IN

GENERALS INTANGIBLE (302) Flandises and Ccnseuts
GENERAL a INTANGIBLE (303) Mis08lBn¢0l.s \~1=-we Plan!
PRODUCTION (311) Stludluis and Improvements
PRODUCTION (312) Beau play Equipment
PRODUCTION (314) Tutouenefalnr Unls
PRODUCTION (315) *°°°°S°f7 Ehdlic Equipment
PRODUCTION (316) muse. Paws play Equnmem
PRODUCTION (320) Lam Una Lana Rlgttts
PRODUCTION (321) Strudnns and \mpmv¢mems
PRODUCTION (322) Reaacr Plant Equipment
PRODUCTION (323) Tunbugansdor Units
PRODUCTION (324) Accessory Electric Equipment
PRODUCTION (325) Misc. Puvnr plan Eauipmem
PRODUCTION (326) Ana! Ruuwuwu Costs la Nlldlll' pmawfm
PRODUCTION (387) Also nnwumene Costs fa Hydraulic Fvuauuaan
PRODUCTION (340) Lind my Land Rights
PRODUCTION (341) Stmduvs and lmpnwsmenls
PRODUCTION (342) Fuel Huldenn, Proauds, and Accessories
pRooucTlon (343) Prime Maven
PRODUCTION (344) Genemors
PRCDUCTION (346) Aucusury Ebcsde Equipment
PRODUCTION (346) Misc. Pewee plane Equipment
TRANSMISSION (350) Lana Ind Land Riggs
TRANSMISSION (352) Slludues and lmuwvemcnis
1nAnsmlsslon casa) smmn squipmevu
TRANSMISSION (354) Towers Ana Fhrturns
1nAnswusslon (355) Files and Fixtures
TRANSMISSION (358) OYBMM4 Condu¢ors and Obvicas
TRANSMISSION (357) Undergauuna Conduit
TRANSMISSION (558) Undemmm14 Conductors and Devious
DISTRIBUTION (sea) Land Ana Lana Rlghls
DISTRIBUTION (361) Siruoiures and Improvemunls
DISTRIBUTIGN (362) szauan Equipment
DISTR\BUTlON (384) Poles, Towels. and Fiaduras
DISTRIBUTION (365) omen Cundudors Ana Devices
DISTRIBUTICN (385) unuennwwa Conduit
DISTRIBUTION (387) unagIgmql¢ Conduaors Ana Devices
DISTRIBUTION (368) Line Tfanslhrmon
DISTRIBUTION
DISTRIBUTION (370) Meinl:
olsTR1sLnlon (371) lnsiahliana on Customer Plumiiee
DISTRIBUTION (373) spec ugmmq and Signal Syuoms
GENERAL a. INTANGaSLE (sos) Lana Ann Lam Highs
GENERAL a INTANGIBLE (390) shudum aM Implode¢mlnls
GENERAL & INTANGIBLE (391) Ollica Fumiluu and Equipment
GENERAL a INTANGIBLE (392)1r=~o°na1|<=n Eqlipm¢m
GENERAL a INTANGIBLE (Asa) Stores Equgment
GENERAL s w~rrAnGlaLE (39q Tools. snag MY Garage Equpmem
GENERAL a WTANGIBLE (395) Laboratory Equipment
GENERAL l INTANGIBLE (398) Power operated Equipment
GENERAL A INTANGIBLE (397) Communication Equipment!
GENERAL a INTANGIBLE (398) Mscelleneous Equipment

2.519.454 9.845.387
5288,152

2.532.102
149.1a7
125.253

13.842254
(138,373)

970.075
4.a¢s.731

370.258

8,770.318
2a1 .102

1 .354 .337
31 . 122.528
5_s37. 143

201149347 s14.45a.z1s aas.14a.zz4 an.51l 1 .1zs.oza.az4

APS13342
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ARIZONAPUBLIC SERVICECOMPANY
Total AddiliansBetween January zoneandMay 2008

Additions

I
(301) Organization
(302) Flsndrises and Consents
(303) NEsc4:llaneous Intangible Plant
(310) land and Land Rights
(311) Structures and improvements
(312) Boiler plant Equipment
(313) Engines and EngineDriven Generators
(314) Turhogenerator Units
(315) Accessory Electric Equipment
(315) Misc. Posner Piant Equipment
(317) Asset Retirement Costs la Steam Production
(320) Land and Land Rsghe
(321) Strvudufes and improvements
(322) Reader pram Equipment
(323) Turbogenaator Units
(324) Accessory Electric Equipment
(325) Misc. Pi-:wer Plant Equipment
(326) Asset Retirement Costs for Nudear production
(330) Land and Land Rights
(331) Structures and Improvements
(332) Reservoirs, Dams, and Waiaways
(333) Wait Wheels, Turbines, and Generators
(334) Accessory Elecuie Equipment!
(335) Misc Power Plan! Equipment
(336) Roads, Railroads, and Bridges
(337) Asset Reiirernent Casts for Hydraulic P10dlJc1ion
(340) Land and Land Rights
(341) Structures and Improvements
(342) Fuel Holders, Products. and Accessories
(343) Prime Movers
(344) Genefamts
(345) Accessory Elecuie Equipment
(345) mm Power Plant Equipment
(350) Land and Land Rights
(352) Structures and Improvements
(353) Station Equipment
(354) Towers and Fixtures
(355) Plies and Fixtures
(356) Overhead Conductors and Devices
(357) Underground Conduit
(358) Underground Conductors and Devices
(360) Land and Land Rights
(361) Structures and Improvements
(362) Station Equipment
(363) Storage Battery Equipment
(364) Poles, Towers, and Fixtures
(365) Overhead Conductors and Devices
(ahs) Underground Conduit
(367) Underground Conductors and Devices
(368) ume Transformers
(369) Sevioes
(870) Meters
(371) Installations on Customer Premises
(372) Leased Property on Customer Premises
(373) sheet Lighting and Signal Systems
(389) Land and Land Rights
(390) Structures and Improvements
(391) Ofioe Furniture and Equipment
(392) Tsansportalion Equipment
(393) shares Equipment
(394) Tads. Shop and Garage Equipment
(395) Labruanusy Equipment
(396) Power Operated Equipment
(397) Communication Equipment
(898) Misceilaneaus Equipment

c
0

13,944,629
0

1,101 ,ooh
43,885,621

o
5,415,648
8,630,608

947,991
0
0

1,742,330
76,198,800
18,502,834
2,042,267

302,042
(22,821 , 144)

0
o
o
0
o
0
o
o
0

665.366
521.318
64,196

5,138,160
e4_es4
86,933

1,103,385
s00.151

19,455,487
186,913

17,840.232
(16_932,098)

(280,602)
(660,669)

(1_051,368)
1,131,334

17,705,646
0

14,241,261
3,424,420

11,258,227
43,745,747
1s,v21,2ao
1,777,792
9,690,474
1,145,037

o
2,037,719
(103,202)

1,594, 1 so
5,068,038

423,431
o

1.153.814
0

970.075
4.816.731

370,258
APS13342

Page 2 of 5

Total Additions between Jan08 and ume 309,578,076
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ARIZONA PUBLIC SERVICE COUPANY
real Addklons Between January 2807 and December 2007

pa

47.075336

0
3.155.009

50.s82.a1a
0

7.855.897

4.495.952
3224.524

o

3.616.948
3.503.210
1.107.849

291.094

(a,9oe.z22)
0

937.327

3.825.125

15576357

a;as2.e23

(301) Organization

(Ana) Franchises and Consents

(303) Miscellaneous lrnanglble Plant

(310) Land and Land Rlghu
(311) Stnictufls and Improvements

(312) Bolter Plant Equipment
(313) Engines and Engine~Driven Generators

(314) Turbogenerator Units

(315) Accessory Electric Equipment

(316) Misc. Power plant Equipment
(317) Asset Retirement Costs for Steam Production
(320) Land alt Land Rights
(321) Stmcxuras and improvements

(322) Reactor Plant Equipment

(323) Tufttogenerator Units
(324) Accessory Electric Equipment

(325) Misc. Pntwer Plant Equipment
(326) Asset Retirement Costs for Nuclear Production
(330) Land and Land Rights

(331) Structures and Improvements

(332) Reservoirs, Dams. and Waterways

(333) Water wheels. Turbines. and Generators

(334) Accessory Electric Equipment
(335) Misc. Power Fiant Equipment.

(336) Roads. Railroads, and Bridges

(337) Asset Retirement Costs for Hydraulic Producion
(340) Land and Land Rights

(341) Structures and lrnpruvanents
(342) Fuel Holden, Products. and Accessories
(343) Prime Movers

re) Generators
(345) Accessory Electric Equipment

(346) Miss Power plant Equipment
(347) Asset Retirement Costs for Other Producion

(350) Land and Land Rights

(352) Stmcues and lmpmvemenis
(353) Station Equipment
(354) Towers and Fixtures
(355) POIQS Ann Fmures

(356) Overhead Conductors and Devices

(ask) Unaefgmund Conduit
(358) Undergluund Conduaors Ana Devices
(360) Land and Land Rights
(361) Structures and Improvements
(362) Station Equipment

(363) S\°'=9¢ Battery Equipment!
(364) Pam, Towers. and Fixhxes

(365) Ov\efhe8d Conductors and Devices
(366) Underground Conduit(
(387) Underground Conductors and Devine
(368) Line Transfcimers

(369) Services
(370) meters

(371) Installations on Customer Premises
(372) Leased Pf°P°f1V on Customer Premises
(Sn) Street Llchtha am: Signal Systems

(374) Asset Retirement Costa Distribution Plant
(389) Lena and Land Rights

(390) Stfudures aM Improvements
(391) Ofhae Furniture and Equipment
(392) Transportatton Equipment
(ass) Stores Equipment
(394) Tools, Shop and Garage Equip rm
(395) Laboratory Equipment
(396) Power Operated Equipment
(397) Communication Equipment
(398) Miscellaneous Equipment

11.983397

2.849.351

5s.1:ae.701
357.051

3B.197.044

15.173_871

1.689.758
1.555.M1

s . m. s s a
3.W5.8M

21 .411 _BSO

0
32.512.373

12.559215
2e.1a4.008

134.150.439

54.5ss.s90
10.876.148
23.761 .745

a.eos.s72
o

1 .441 .832

103.202

5.250.425
9.102.781
2_'f23_37g

D
2.632.102

149.187
125.253

13.842254
(138,373)

APS13342
Page 3 of 5

Total AdniMons bctwaen Janol and Dec07 sas.143.219
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ARIZONA puauc SERVICE compAuv
Total Addltlom Botwaen January zoos and Docsmbor BUDS

0
524,292

31 ,448,232
o

4,925,254
15,171,114

0
11,587,183
5,577.757
5,028,402

o
(414)

13.aaa,1s4
8.102.499
2_826.570

835,332
1 ,a3s.a14

(17,955,0G5)
o
o
o
o
o
0
0
0

(1,406)

2,25T.221
(102,237)

(228,097)
25,327,517

1.741.462
705.856

0
8,437,339

802.048
35,159,439

(3411) Organization

(802) Franchises and Consents
(303) Msoetlaneous wangihle Plant
(819) Land and Lana Rights
(311) Svucturps Anet hlprovements
(812) Boiler Plant Equipment
(313) Engines and Engine-Driven Generators
(314) Tultzogeneuzbr Units
(315) Accessory Eleanc Equipment
(316) Mic. Power Plant Equipment
(317) Asset Refinement Costs for Steam produciicn
(320) Land and Land Rights
(321) Studuras and lmpuovenems
(322) Reader Plant Equipment

(323) Tufhogenerabr Units
(324) Aecosscfy Electric Equipment
(325) Mac. Power Piing Equipment
(326) Asset Retwameni costs tor nuclear Production
(330) Land and Lind Riggs
(331) Slrudures Ana Improvements
(Paz) Reservoirs, Dams, and Waterways
(333) wales wheels, Tulhlns, am GenelB(0ls
(334) Accessory Electric Equipment
(sos) Misc. Power pram Equipment

(336) Roads, Railluads. and Bridges
(537) Asset Retirement Costs fu Hydraulic prouucuan
(340) land and Land Rlgho

(341) Slfudures and Improvements
(342) Fuel Holman, Plnauas, and Aliuaisolies
(343) Prime Movers
(344) GQMMOIS
(345) Accessory Eleddc Equipment
(346) Misc Power Plank Equipmerll
(347) Asset Retirement Com for 0019 Production
(Asa) Lana and Una mghrs

(352) Stmdures and Improvements
(Asa) swan Euuinmem
(354) Tower and Fixtures
(355) PDIM and Fixtures
(355) Ovorhcad Condudon Ana Devices
(357) Underground Conduit
(ass) Undngrbuna canuufnats Ana Devices
(359) R°ads and Trails
laso.1) Ame Retirement cM for Transmission Pam
(360) Land and Land Rights
(361) Structures ind lmprovenenls
(352) Station Equipment
(353) Storage Battery Equlpmern
(364) Pain, Towers, and Futures
(365) Overhead Cundumnn and Devices
(368) Undevgxwnd Conduit
(357) Underground Coneludels and Devices
(358) ume Tranubrmers
(359) Services
(370) meters
(371 ) lnstlllaliuns on Customer Promises
(372) Leased Property on Customer Premises
(373) sneer Lighting and Signal Systems

(374) Asap Retirement C9848 oisusbuxion play
(389) Land and Land Rights

(390) Structures and lmpmvemaits
(391) Decca Fumnure Ana Equipment
(392) Transportation Equipment
(393) Stores Equipment
(394) Tools, Shop and Garage Equipmait
(ass) Laboratory Equipment
(396) Paper Gperated Equipment
(397) Communication Equipment
(sos) Miscellaneous Equipment

a9.044
11_544.2B4
ao.s2o_c1a

ala,soa
4,331,924

o
a

e_1ss,eao
2,544,869

37,921 ,988
o

30,360,951
29_537_003
21,507,740

123,845,945
43,258,288
11,634,179
17,715,395
2,077.790

D
4,2z7.010

o
0

9,713,523
17,718,199

2.710.828
1 .725

2,292.8a2
1ao_saa
185.183

9,845,387
5,238,162

APS13342
Page 4 of 5

Tore: Anldttlons naw-n Jan06 and D¢c06 574,458,275
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ARIZONA PUBLIC SERVICE colapAnv
Total A4dmons Bntwun Oct2006 and Dseemhor 2905

(301) Organization
(302) Franchises Ana Consents
(sos) Miscellaneous Intangible Plant
(310) Lana and Lamp Rights
(311) Structures and lmpIovanerlts
(312) Boiler PlaM Equipment
(313) Engines arc Engine-Driven GeneraWls
(314) 'rurnagenewaiar anis
(315) Accessory Eiecific Equipment
(315) Misc. Power Pham Equipment
(311) Asset Retirement casts fa Steam Proaucdcn
(320) Lana and um Rights
(321) Siruduras and improvements
(322) Reactor Plant Equipment
(323) Turtzcgenaaior Units
(324) Accessory Eleclric Equipment
(325) Misc. Power Plant Equipment
(326) Asset Retirement Costs la Nuclear Production
(sac) land and Land Rights
(331) Structures and Improvements
(332) Reservoirs, Dams, and Waterways
(Asa) ware: Wheels. Turbines, and Generators
(334) Accessory Electric Equipment
(sos) Misc. Power Plant Euuipmw
(ala) Roads. Railroads, Ana Bridges
(337) Asset Retirement Costs la Hydraulic Production
(340) land and lard Rights
(341) Structures and lmprovanents
(342) Fuel Holders. pruauas, Ana Acaessnrles
(343) Prime Movers
(344) Generators
(345) Accessory Electric Equipment
(345) We Power Plant Equipment
(347) Asset Retirement Casts Ra Other Production
(350) Lind Ana Land Rights
(352) Structures and Improvements
(353) srauan Equipment
(354) Towers and Fixtures
(355) Poles and Fixtures
(358) Overhead Conductors and Devices
(357) Underground Conduit
(Asa) Underground Conductors and Devices
(359) Raaos and Trans
(359. 1) Asset Retirement Costs for Transmission Plant
(sea) Lana Ana Lana Rights
(361) Suuaurns and Irnprovemaits
(362) Station Equipment
(Asa) Storage Battery Equipment
(364) Poles, Towers. and Fixtures
(ahs) Overhead Condudars and Devices
(ace) umaergfouna canauir
(367) underground Cnnauaors am Devices
(368) Line Transformers
(369) Services
(370) Meters
(371) lmtallatbns on Customer Premises
(372) Leased Property on Customer Premises
(373) Stluat Lighting and Signal Systems
(374) asset Retirement Costs Dismhution Pram
(389) Land and Lana Rights
(390) Stluctutus and Improvements
(391) ofriee Ftimiture and Equipment
(392) Transportation Equipment
(393) Stores Equipment
(394) Tools, shop and Garage Equipment
(395) Laboratory Equipment
(396) Power Operates Equipment
(397) Communication Equipment
(398) Miscellaneous Equipment

0
105,61 s

1s,os1 _B71
o

148,332

2,965,180
o

91,798

885,204
5,170

0
0

1.29B_099
59,993,552

11,376,858
(20,549)
449,749

6,237,030
0
0
0
0
0

o
o
0
0

764,874
71,693

172,905
(221 ,275)
(372,185)

0
0

125,899
(75,874)

8,482,355

0
5,649,823

(188,022)
210,111

161.094
o
o

907,219
712,059

10,285,427
0

5,480,236
1,010,927
4,357,128

19,527,861
7.879,098
8,438,777

3,511 ,see
380,591

o
127,991

o
D

(1,147,713)
11,282,138

306,450
0

sso,570
1,327

73,825
2,618,154

1e7_09e

APS13342
Page 5 of 5

201.a4s.247
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-0] 345A-08-0]72

JULY 31, 2008

Sta8IInterim 2.50 Provide an exhibit showing APS's bond ratings over the last 5 years
from the various rating agencies. For each year that there is a change,
either up or down, provide a detailed explanation of why that change
occurred.

Response: See the attached exhibit, bates labeled Apsl30l4, which shows APS's
long-term debt ratings from 2004 to the present, along with the dates
on which any of the ratings changed. Also attached is each of the
applicable ratings downgrade articles, which provide a detailed
explanation of why the change occurred. The following three articles
are attached:

1. Standard and Poor's Rating Direct article from December 21, 2005
"Research Update: Pinnacle West Capitall's, Arizona Public Service's
Ratings Lowered To 'BBB-', Outlook Stable" .- APSI301 I

2. Fitch Ratings article from January 30, 2006 "Fitch Lowers PNW's
and APS' Sr. Unsecured Ratings to 'BBB-' & 'BBB', Respectively,
Outlook Stable" - APS]3012

3. Moody's Investor Service article from April 27, 2006 "Moody's
Downgrades Pinnacle West (Issuer Rating to Baan) and Arizona
Public Service (Sr.UNS. to Baan); Ratings of Pinnacle West Remain
Under Review- Apsl3013

Witness: Donald Brandt
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APS Senior Unsecured Ratings History

Current 12/3112007 12/3112006 12/3112005 12/31/2004
Moody's

Fitch

Moody's downgrade on April 27, 2006
S&P downgrade on December 21, 2005
Fn¢h downgrade an January 30, 2006

APS13014
Page 1 of 1



Docket No. E-01345A-08-0172
Attachment RCS-2
13 of 64

ARIZONA CORPORATION COMMISSION
STAFFS SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08~0172 .. INTERIM RATES

JULY 31 I 2008

Staff Interim 2.38 Provide a description of all provisions in all APS bond indentures that
address minimum financial ratios and/or default conditions

Response There are no provisions in any of APS's indentures that address
minimum financial ratios. Some events of default are

•

•

Non-payment of principal, interest or fees
Non-compliance with covenants
Bankruptcy and insolvency events

For a more complete list of events of default and their descriptions
please see the attached document, APS13344

Witness: Donald Brandt
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ARIZONA CORPORATION COMMISSION
STAFFS SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-0I345A-08-0172 _ INTERIM RATES

.IULY 31. 2008

Staff Interim 2.39 Provide a description of all provisions in all APS credit arrangements
that address minimum financial ratios and/or default conditions

Response There are two provisions in APS's credit arrangements that address
minimum financial ratios. The first one is the requirement that APS
maintain an Interest Coverage of at least two times, and the second one
requires that the amount of debt does not exceed 65% of total
capitalization

Some events of default are

Non-payment of principal, interest or fees
Material misrepresentations
Non-compliance with covenants
Non-payment under significant operating leases
Bankruptcy and insolvency events
Judgments against APS significantly exceeding insurance
coverage
Change in control of PWCC or APS
ERISA violations

For a more complete lisl of events of default and their descriptions
please see attached credit agreements

1.
2.
3.

4.
5.

6.
7.
8.
9.

$400 Million APS Revolving Credit Facility - Apsl303 l
$500 Million APS Revolving Credit Facility - APS13032
2005 Amendment Io Coconino 1997 A Reimbursement Agreement

APSl3033
Coconino 1994 Series A Reimbursement Agreement .- APS l3034
2005 Amendment to Coconino 1998 A Reimbursement Agreement

APSl3035
Coconino 1998 Series A Reimbursement Agreement - APS] 3036
Farmington Reimbursement Agreement - APS13037
Emerson S-L Reimbursement Agreement - APS]3038
SecPac S-L Reimbursement Agreement ._APS13039

Witness: Donald Brandt
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ARIZONA CORPORATIONCOMMISSION
STAFF'S FIRST SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMMENDED APPLICATION TO APPROVE RATE

SCHEDULES DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF

E-0 I 345A-08-0172
JUNE 24. 2008

Staff 1.13 Briefly provide the purpose of the existing 2007 PSA surcharge

In Decision No. 69663, the Commission permitted the 2007 PSA
Adjustor to continue until it had collected a M6 million balance of
uncollected fuel and purchased power costs. APS expects that the
2007 PSA Adjustor will have collected that historical balance at the
end of the July billing cycle

In its Motion, APS does not seek to continuethe PSA Adjustor beyond
its intended expiration. Rather, APS seeks approval of an entirely new
InterimBase Rate Surcharge of thesame amount. The new Interim
Base Rate Surcharge, as explained in the Company's Motion,would
not be devoted to the collection of fuel andpulohasedpower costs (as
was the 2007 PSA Adjustor), but would instead be used to ameliorate
the detrimental impact of the Company's risingnon-fUelcosts until the
Commission has the opportunity to enter anorder on the Company's
permanent rate request in the underlying general
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RESEARCH

Credit FAQ: Credit Issues Expected To Continue For
Pinnacle West Capital Corp. And Arizona Public
Service Co
Publication an
Primary chen Analyst

24~Jan-2006
Anne Selling, San Francisco (1)415-371-5009
anne_sddngQstanardandpnoracom

On Dec. 21, 2005, Standard & Poor's Ratings Services lowered the corporate credit ratings on Arizona
Public: Service Co. (APS) and its parent, Pinnacle West Capital Corp. (PWCC) by one notch to 'BBB-'. Thls
action reflected three factors: growing fuel and purchased power deferrals, which are weakening financial
performance in 2005 and 2005, the lack of action by the Arizona Corporation Commission (Acc) in 2005
to address a portion of these deferrals through a special surcharge, and the likelihood of delays in the
completion of Aps' recent general rate case (GRC) f'ling,whlch suggesfthat financial weakening may
extend into 2007

Standard & Poor's stated at the time that any adverse regulatory developments or continued delays in
resowing the pending surcharge request could trigger another rating action, which could include a revision
of the stable ratingoutlook to negative, placing the company°s debt rating on Creditwetch with negative
implications, or lowering the rating to non-investment grade

Frequently Asked Questions

Haw large are Aps' defernle of fuel and purchased power?
At Jan. 31. 2006, Aps' estimated fuel and purchased power deferrals are expected b be about $165
million. These deferrals are accumulating because Aps' base electric rates are set lo rehect 2003 costs
and power and natural gas costs here far exceeded these rates. APS collects 2.0473 cents per kilowatt
hour (kph) in rates for these costs. but for the 12 months ended September 2005. its actual cost averaged
2.701 cents per kph. Because these rates will not be updated until the completion of Aps' recently filed
GRC or the emergency interim request, deferrals will likely continue to accumulate in 2006 and into 2007

The amount by which 2006 adrenal fuel and purchased power costs will exceed the authorized expenditures
will be a function of retain sales growth, commodity costs. the operational perfamanoe of APS' generation
assets, and the fuel-in-base factor. Standard & Poor's has estimated that, at year-end 2006, the utility will
likely inv an additional $250 mllllon In fuel and purchased power costs that are not recoverable in base
balearic rates. The sum of balances to date of $165 million plus the expected incremental deferrals of $250
million total $415 million; hwemer, because APS has the potential to collect some of its zoos balances
through a power supply adjuster (PSA) beginning April 1, year-end 2006 deferrals on the utility's balance
sheet will not reach that level

What are the ways that APS could uncover Its expected deferrals?

Under the terms of a settlement reached In APS' 2008 rate case approved by the ACC in April zoos, the
FSA may be inaeased as much as four mills per kph (a cap over the life of the PSA) on April 1, 2006
Using 2005 retail sales. and assuming a 4.5% growth rate (which is consistent with recent results), the four
mills should yldd about $125 million in rate relief on an annualized basis, or about $83 million for the eight
months of 2006. Thus, as a rough applroxlmatlon, Aps' deferred balance would be about $330 million at
year-end 2006

On Jan. 17. the chairmanof the ACC Introduced aproposal to accelerate the PSA adjustment toFeb. 1. If
this were approved by the ACC. an additional two monthsof the PSA would provide about $20 million In
incremental revenues(e.g., roughly$125 million muttlplled by two-twelfths of the year) in 2006. Thus, if the
Hatwwller amendmentmoves forward,year-end 2006 deferred balances will becloser to about S310
mllllon.The amendment is expected to be discussed on Jan. 24

APS06982

Additional relief couldbe provided if the ACC grants AFS' request to recover $80 Wilton by means ofa
two-year specialsurdaarge that wouldincrease retail rates by about 2%. On Jan. 4, an administrative law
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judge issued a decision Indicating that APS' surcharge application is premature until the company's first
power supply adjustment occurs in April. An ACC vote is scheduled for Jan. 24. Standard & doors current
assumption is that the surcharge will be approved by the ACC, but will be delayed until July 1, 2006. A
surcharge implemented at the time would provide roughly an additional $20 million to the company in
2006. If it were implemented sooner, the Impact on deferrals would be relatively small, providing about $3
million in each month it is in place during zoos. If the Hatch-Miller amendment were approved and a
surcharge was implemented and approved for Feb. 1, the two measures collectively would bring between
$50 million-$57 mllllon in relief. Accordingly, relative to the year-end expected balances. an accelerated
surcharge and PSA. If granted. will reduce deferrals but only by about 20% in the best-case scenario

What is the status with APS' emergency Interim filing?
On Jan. s. 2006, APS filed a $299 million request for emergency fuel and purdwased power-related rate
relief. Any amounts, if granted, would be subject to future prudence review. As part of a procedural
conference on Jan. 12. four of the live commissioners questioned the definion an emergency and
whether relief is justified. Based on the strong vlevws expressed, it appears unlikely that the filing has
support On Jan. 19, a procedural sdledule was set that should allow for a decision In April 2006
Standard a Pools forecast estimates do not assume emergency relief Le granted

Are than credit concerns related to Aps' rata cap?
Balancing these potential sources d rate relief are additional adverse tlnancial effects that could occur for
APS if its 'hard cap' or $776 million Is not uftea. The cap is pan of Aps' 2004 settlement, approved by the
ACC in April 2005, which restricts the total amount of annual fuel and purchased power costs that can be
oollecled in retail rates. APS expects thaN its fuel and purchased power costs will exceed the cap In the
fourth quarter of 2008, and has lndioalad publicly that its estimated fuel costs will exceed $800 million. As
part of its emergency interim filing, APS has requested that the cap be removed. If the cap is not lifted, any
amounts above $776 million would be unrecoverable, putting further pressure on cash flows

What assumptions does Standard & Poor'l make about the performance at Ape' generation
assets In estimating deferred balances?
Standard & Pools estimates assume Hamal operational performance of Aps' generation fleet. Forced
outages could increase deferred balances. Palo Verde units is In the process ct exiting an outage that
ocalrred last week due to pipe vlbrauous within the emergency cooling system. APS tod the unit offline
last week to install damps in an effort to stop the excess vibrations. From late December until Jan. 17, unit
1 has operated at about 30% capacity while a'ews have tried to fix the problem, which followed the
completion of the urlit's exit from a refueling and maintenance outage begun in the fall of zoos. The plant is
expected to maintain approximately this level d reduced capacity while additional repairs are considered
Refacement power costs have been Incured in association with this last outage, and could build
depending on me timdlna for a solution to be implemented. 'These and any future costs are not part of
Standard & doors deferred estimates

How are these estimated deferrals expected to eflbct zoos and 2000 financial performance
especially In the context d the credo benchmarks at the 'BBB-' rating?
Year-end results for 2005 are not yet available, but Standard a Peers expects that 2005 and 2006 results
will be on par with the 12 months ending Sept. to. 2006. when consolidated adjusted funds from
operations (FFO) to rata: debt was 14.8%. FFO to total debt is an important metro: for Standard & Poor's
and at a business profile of 'S' (on a 10-point scale where '1' Is excdlatt and '1 o' vukrerable). it reflects a
below-investment-grade performance. For the 12 months ending Sept. a0, 2005, FFO interest coverage
was 8.3x, what is reasonable for the current rating. Adjusted total debt to :Aral capitalization was 53.1%
and is solid for the current rating

Performance in 2007 will be heavily dependent on when the GRC is resolved. APS filed on Nov. 4. 2005
fur a $409.1million (or 19.9%) rate Increase. the majority of which isrelated to fuel and purchased power
costs. Typically. the Acc certifies the application as complete within to days. and the case commences
But in early December2005, the ACC requested that the company re-flle itsapplication using a test year
ending Sept. 30. zoos. rather than the Dec. 31. 2004 data that APS used. Theupdatedapplication is
expected to be re-submitted to the ACC on Jan. al,2005

As a result, the case will not begin until early Mardi 2006, suggesting that an outcome will be delayed
roughly three months from the original edtedule, which erwislons a ruling by early 2007. Recent public
statements by the ACC indicate that spring 2o07 may be the earliest a dedsien could be expected. But
there is little precedent in Arizona that would suggest a year-long rate case is likely. A more conservative
estimate would assume mid-2007. 'l'hls could be a credit concern because If permanent rate relief Is not In
place prior to the peak summer season. linandal recovery could also be stance In 2007

Ham as the company liquidity?

Unaudited consolidated cash and investments stood at roughly $150 million as of Dec. 31 . 2005. PWCC
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and APS also maintain a total of $700million in revolving audit facilities, which had approximately $15
million of usage at year-end2005 for miscellaneous letters of credit. Standard &Poor'spreliminary
assessment is that thecompany's credit lines should be sufficient tosupport working capital needs
purchases of gas and power, as wet as fund margining and collateral requirementsfor trading operations
As of Dec. 31 , 2005, PWCC and APS comfortably met their loan covenant requirements

PWCC has a $300 milliondollar maturity on April 1, whimn plans to refinance.Adverse regulatory actions
oould.affectthe eos lsof bonowlng or even access to the capital markets.anhough this Is not currently
seen as a signilican' threat

Aps' reliance on purchases and gas-fired peaking capacity during the winter is low; however, this is
seasonal. Fuel and purchased power expenses are anticipated to be accrued faster in July 2008 through
September 2006. Standard & Peers is conducting a more detailed liquidity assessment. which will be
oompieted once more clarity is provided on how the ACC is expected to address interim rate relief
requests. APS has a significant hedging program and 85% of its 2008 power and gas requirements are
hedged. APS and PWCC are currently hading counterparties' collateral as a result of their in-the-money
hedged positions

Could cost saving measures, or the sale of nonregulated assets by pwcc esslst in restoring
credit quellty?
The ACC has requested that the company explain what cost reductions it is making to compensate for the
fact that its retail rates are not aligned with producion costs. In response, the company cancelled bonuses
for ks corporate oflicas. and is certain to Investigate additional cost-savings measures. While these
actions may address other public policy issues of concern to the Acc, from a credit standpoint cost cutting
measures are unlikely to materiauy alleviate Aps' sagging financial performance

The deferred balances stem from fuel and purdlased power costs that the ullllty Interred to serve retail
loads. APS ears no margin on these expenses; they aresimply passed straight throughjo customers
Similar to the circumstances that other western utilities have faced in recent years, Aps' fuel and
purdlased costs substantially exceed the amount currently recoverable in rates. The company may be
able to temporarily subsidize the cost of serving retail loads by leduclng expenses in other parts of the
company, selling other PWCC assets. or issuing debt, but such a strategy is not sustainable. and could
very well result In longer-term adverse consequences for the company

Analytic sarvlcea provldad by Standard a Pours Ratings Savkzas (Ratings sarvtcas) are the rsautt of aaparate actMtiea
daaignod b presawa me Independence Ana objectivity ofretlnga opinions. The credit ratings and observations contained horeln
are platy atatomonts of opinion and not statement: of fact or raoommandattdns to purohsuao. hold, or sol any secumles or make
any other Investment Occlabno. ncmmlngey. any user of the Information contained heroin should not My on Inv caadn natl ro or
other option contained herein it making any Investment declalon. Ratings are band on lnlurmation received_by RalirI9l
Scrviaa. Other dMalol'aa of Standard A Poor'a may have Information that to not avaliable to Rattnqa Servtoea. Standard & Pocara
has eakabtlahed policies and pmeaduna to malrnakm the contldentldtty at non-public information 'rocelwad during the ratings

Ratings Sunless moan compensation for it: ratings. Such componsatlan Is normaUy psld dlhsr by the Iasuors of such
sawflies or third parties participating In markotlng the securities. Whllo Standard a F'ooo's reserves the right to dltaemlnaie the
rating. It :Anna no payment for doom to, except foraubscrlptions lo Its publlutians. Addltlond Information alma our ratings
feel In avlllablo at wunmalnnda1dandpoon.eornlusratingdins.

cunvvinhzo1994-2006 Stindllli a Pools, I dlvidnn rf Thy nawmwun Campania
Ali Right! Rue rd. Privacy Nada
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Because the preponderance of cash flows for consolidated operations stems from APS, we expect financial

performance will continue to be heavily dependent on regulatory outcomes. The conclusion of APS' last general rate

case in June 2007 (filed in November 2005 and revised in early 2006) provided :he company with mechanisms to

recover legacy deferrals and speed the recovery of fuel costs going forward. This rate relief, in place for the last half

of 2007, assisted the company in maintaining credit metrics roughly in line with past performance. Funds from

operations (FFO) to total debt was about 16% at year-end, with FFO interest coverage around ex. On a trailing

12.-month basis the company's performance has been slightly above these levels, due in part to the federal tax

stimulus package approved by the U.S. Congress earlier this year, which is expected to increase deferred taxes

(which are added back to FFO and thus increase this total).

We expect APS to be in more or less continuous rate case mode for the next few years. Given APS' capital spending

program, forecasted ro be about $1.1 billion annually through 2010, the utility will need to file regular general rate

cases to manage recovery of its investment. The use of a historical testyear in Arizona, coupled with the fact that

fully litigated rare cases take between 18 to 24 months to complete, is expected to result in no meaningful

improvement in financial performance through 2009 and possibly beyond, depending on the timing and the

Standard & Poofs. All rigmx reserved. No reprint or dissemination without S&ps pelméssion. See fans o f  Use/Disc la imer on the Las!  page.

We view the financial profile of PWCC and APS to be 'aggressive', which reflects: year-end debt to total

capitalization of 57% (adjusted for items such as power purchases and operating leases); heavy capital spending that

is expected to drive negative free operating cash flow for the foreseeable future; cash flow weakness as a function of

protracted rate cases; and, while modest, the presence of unregulated activities, which can be unpredictable in their

earnings contributions.

Standard BC Poor's Ratinqsliirect | June 25, 2008

APS provided the company with about 92% of its consolidated het income in1 Z007. SunCor, PWCC's'real estate

development company, provided about 4%, but due to the significant real estate slowdown in the southwest, it is

unlikely it will be a meaningful contributor of cash flows or income over the next several years. (Prior to the real

estate downturn, our forecasts have conservatively limited earnings from this subsidiary due to the cyclic nature of

its cash flows.) Other subsidiary operations include Pinnacle West Trading and Marketing, which contributed about

4% of consolidated net income in 2007. This subsidiary has since last year been minimizing trading operations. Its

largest contract was serving all-requirements load for UNS Electric Inc., which ended in May 2008.

Standard 86 Poor's Ratings Services today affirmed the 'BBB-' corporatecreditxatingassigned to.Rinnade.West

Capital Corporation (PWCC) and its utility, Arizona Public Service. The outlook is stable. The consolidated credit

ratings of PWCC primarily reflect the operatioNs of its largest subsidiary, APS, a regulated, electric utility serving

about 1.1 million customers within its service territory, which spans roughly two-thirds of Arizona and includes

about half of the Phoenix MSA. We view the business profile of PWCC and APS to be 'strong'. While the company

continues to benefit from a number of favorable attributes including a good service territory, a reasonably balanced

power supply portfolio and a good PSA. However, APS' continues to face significant regulatory challenges.

Summary:

Arlzona Publ1c~Serv1ce Co.

Rationale

Credit Rating' BBB-/stable/A-3
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APS filed its current rate case in March 2008. ACC staff requested that the company revise its filing to reflect a rest

year ending Dec. 31, 2007 (as opposed to the originally filed version based on a Sept. 30, 2007, test year). The

revised case has not been officially certified by the ACC, but certification is expected by July 2. Unlike the

company's last rate case, in which $315 million of the $322 million of rate relief granted was for fuel and

power-related costs, the majority of the current case is for nonfucl expenditures.

outcome of the company's current case.

This month, the company requested that the ACC allow it ro continue to collect a $0.004/kWh charge that it has

been collecting in 2007 to tecoverlegaCy purchased PoWer and fuel deferrals. Given :her the portion of deferred

costs associated with this surcharge is due to be paid by July or August, APS has asked that the ACC continue the

charge, but authorize collection as an interim base rate increase, subject to refund as part of the resolution of its rate

case, expected in fall 2009. (Last year, the ACC approved similar relief for Tucson Electric Power in its pending rate

case settlement when it granted the~southern Arizona utility the opportunity to continue to collect charges related to

a competitive transition charge, or CTC, while its rate case is pending.) While retail customers would essentially see

no rate increase because APS is asking to continue the surcharge as an interim increase, it is unclear what action the

ACC will take. A vote could occur as early as late sumrnen

In 2008, we expect a procedural schedule to be established for the APS rare case, and greater clarity around the

timing of an outcome will be available once this is issued. Of note is that three of the five commissioners are facing

term limits and will no longer be on the ACC beginning in 2009. Commissioners are popularly elected and about a

dozen candidates have announced they will run for the November election. As a result, a majority of the

commissioners presiding now will not be on the commission when an APS rate case ruling is rendered. What this

means for credit quality is unclear.

APS was successful earlier this year in receiving approval for a change in its line extension policies, which eliminates

the free footage allowance :her used to be available for customers. As a result, the portion of the company's capital

cxpendimres associated with new line extensions will be offset widl contributions in aid of construction (CIAC).

This is favorable and year to date ended March 31, 2008, had added about $10 million in incremental cash flows to

the company. Because it is booked under investing activities, cash flow metrics are not improved, but we recognize

the significant benefit of APS receiving upfront cash from customers to meet a portion of its distribution capital

investment plans. Future cash flows from customers in the form of CIAC will depend on the number of new meter

sets, which are significantly off year to dare due ro the poor real estate market in Arizona and a slowing economy

generally.

While therevised case increased the company's request to $278 million(about an 8.5% increase, excluding the

company's request thatcustomers be assessed about $53 million in impact fees), the re-filing means that is unlikely

the ACC will reach an outcome in the case before October 2009, and because :he majority of APS' sales occur in the

summer months, the company's Financial performance couldweaken in 2009.

APS hasa well-diversified power supply portfolio that in 2007 consisted of about 22% nuclear generation, 37%

coal generation, approximately 18% ownedgas generation,and the balance,about23%, of purchases.We would

expect the company'spurchasedpowerobligations to steadily climb due to the fact that APS is under a self build

moratorium until 2015. APS willalso need to meet relatively stringent renewable portfolio standards (RPS). Ir has in

place a surcharge topass through to customers the costs of RPS compliance.

wwwmandardundpnorssom/ratingsdirsct

Standard & Poor's All :gas :waved No reprint\ or dissemination withoutS8¢Ps pefmissiun See Termsof Use/Disclawmer on the last page.

Summary- Arizona Public Service Co.
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The stable outlook reflects our expectation that consolidated cash flow volatility has been tamped down by the

ACC's approval of a stronger PSA that speeds the recovery of fuel costs, but consolidated financial performance will

continue to be challenged by regulatory lag Ar APS, which could be moderated by APS' pending interim rate request.

The stable outlook is premised on no meaningful adverse changes in the company's business risks and continued

financial performance that is not significantly weaker than 2007 results. Equity issuances will be expected to balance

the capital structure of the company as APS continues to invest heavily in infrastructure. Ratings could be lowered

to speculative grade if the company is not able to overcome the challenge of ensuring timely recovery of its prudently

incurred costs through rate increases approved by the ACC. Given these challenges, and that presented by NRC

scrutiny of Palo Verde, we see little potential for positive movement in the ratings or outlook.

Pinnacle West had close to $185 million available under its $300 million unsecured revolving credit facility that

expires in December 2010. APS had $682 million available under its two unsecured revolving credit facilities, $400

million of which expires in December 2010, and $500 million in September 2011. SunCor has two credit facilities
expiring in October and December 2008 that total $170 million and approximately $76 million, respectively,

available as of September 2007.

Standard BC Poor'sRatingshircct | June 25, 2008

Shop-term credit factors

APS and PWCC's short-term rating is 'A-3'. Liquidity is adequate. Pinnacle West has $18 million of cash and cash

equivalents, and total credit facilities of nearly $1.4 billion, with approximately $943 million available as of March

31, 2008. In October 2007, APS received approval from ACC to increase its authorized short-term debt borrowing

capacity by $500 million, and long-term debt borrowing capacity by $1 billion. This will help address the needs of

its growing customer base, and the increasingrequirement for natural gas and purchased power,

Discretionary cash flow isexpected to be negative for 2008 due to APS' capital expenditure plans. Excluding the

remarkeding of APS' pollution control debt, neither PWCC nor APS has any significant debt obligations maturing

until 2011 |

Outlook

Palo Verde performance has stabilized,and it has aplan inplace to address NRC concerns. As of the first quarter of

2008, the combined capacity factors for all three Palo Verde units was 93%, as compared with 79% for 2007

(which reflects in part an extended planned outage to replace steam generators at unit 3) and 71 % in 2006, which

largely reflects unplanned outages at unit 1 related to excessive vibration that occurred when that unit exited its

extended outage for refueling and replacement of steam generators. Palo Verde Unit 3 remains in the NRC's

"multiple/repetitive degraded cornerstone" column of the NRC's Action matrix, which subjects all three Palo Verde

units to enhanced NRC inspection regime. Preliminary work in support of this took place throughout the summer of

2007. In February, the NRC issued its inspection report, which determined the plant was operating safely but which

also outlined animprovement plan for APS.in late March, APS in turn submitted to the NRC a final improvement

plant addressing issuesraisedin the NRC inspection report. While thenuclear units appear to be on a pathto

improve operational performance and restore NRC confidence in the operational and safety standards at the plant,

this will remain an area of concern until the NRC removes it degraded designation.

Summary- Arizona Public Sen/ice Co.
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FitchRatings
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Fitch : Info Center: Press Releases

Fitch Lowers PNW & APS' Sr. Unsecured Ratings to 'BBB-' & 'BBB', Respectively; Outlook Stable
Ratings

30 Jan 20064:23 PM (EST)

Fitch Ratings-New York-30 January 2006: Fitch Ratings has lowered PinnacleWestCapitals (PNW) long- and short-term ratings. At the same
time. Fitch has lowered Arizona PublicService Company's (APS) long-term ratings, white affirming its commercial paper rating. The securities
of PNW and APS have been removed from Rating Watt Negative, where they were placed Jan. 6, 2006. The Rating Outlook is Stable. The
following actions are efleclive immediately

pinnacle West capital

Issuer default rating (IDS) downgraded to 'BBB-' from 'BBB
Senior unsecured debt downgraded to 'BBB-' from 'BBB
-Commercial Paper downgraded to 'Fa' from 'F2

The RatingOutlook is Stable

Arizona Public Service Co

IDS downgraded to 'BBB-' from 'BBB
Senior unsecured debt downgraded to 'BBB' from 'BBB+
Commercial Paper af5rmed at 'F2

The Rating Outlook is Stable

Approximately $3.Bbillion of debt is affectedby the rating actions

The rating actions and Stable Rating Outlook ~ret1ect the resolution of APS' power supply adjustor (PSA) proceedings by the Arizona
Corporation Commission (ACC) and the utility's significant exposure to high and rising natural gas commodity costs. The commodity exposure
is a function of a generating capacity mix, about half of which is natural gas fired, and rapid service territory load growth, which is likely to be
met predominantly by natural gas-tired resources. The revised ratings also consider the operational risk and asset concentration of the Palo
Verde nuclear plant. The facility has experienced intermittent operating problems over the past year and a sustained, unscheduled outage at
the plant could lead to further negative rating actions

The Acc decision in the PSA proceedings. issued on Mn. 25. 2006, has positive and negative implications for PNW and APS
creditworthiness, The commission's decision to accelerate the eflledive date of the PSA rate to Feb. 1 from April 1, along with the removal of
the $776 million annual power supply cost limit, were constructive developments in Fitch's view. However, the ACC bench order reieaing
APS's $80 minion surcharge request on procedural grounds and restriction of PSA adjustments to an annual reset is less favorable than Fitch
had anticipated in its previous ratings and is a significant source of concern lot PNW and APS hied-income investors. The fact that there is no
vehicle within the PSA protocol to recover supply costs more frequently than annually during periodsofsustained high and rising energy costs
subjects APS to significant cash flow volatility and working capital requirements. Such costs would be exacerbated in a meaningful way by an
extended outage of a base load nuclear- or coal~fired generating facility during periods of peak demand. The only option to recover fuel and
purchase power costs above amounts determined annually in the PSA would be an emergency rate hung, in which the timing and amount of
rate relief would be uncertain

It is Fitch's understanding that energy cost deferrals in a particular year of up to four mills per kilowatthour (approximately $110 million~$115
millionon an annual run rate) will be recovered through an annual PSA rateadjustment that will recover those costs over the following 12
months. The surcharge is expected to facilitate recovery of costs in excess of the four mills per kilowatt hour limitover a time horizon tobe
determinedby the colllmission

Contact: PhiipSmyth, CFA +1-212-908-0531 or Robert Hornick +1-212.908-0523, New York

Media Relations: Brian Bensch. New York. Tel: +1 212-908-0549

Fitch's rating de8nitic»ns and therems of use of such ratings are available on the agency's public site, 'www.titchratings.com'. Published
ratings, criteria and methodologies are available from this site, at all times. Fitch's code of conduct, confidentiality, conflicts of interest, affiliate
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A_08-0172

JULY 31, 2008

Stafflnterim 2.56 Provide aLll quantitative analysis that APS has concerning the amount
of additional annual revenues it would take to raise its bond rating up
by one step.

Response : APS has not prepared such quantitative analyses. The Company's
interim rate request and general rate case request are both needed in
order to maintain current ratings levels and would not, in and of
themselves, raise its ratings by any degree.

Witness: Donald Brandt
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

JULY 31, 2008

Staff Interim 2.55 Provide all quantitative analysis that APS has concerning the impact of
bond ratings on cost of capital. Include all Excel files and supporting
calculations.

Response: Attached as Apsl30l5 is the inijiact of band ratings on'costlof capital.
See also Donald E. Brandt's affidavit and response to 2.3.

Witness: Donald Brandt
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BBB
Bond Rating ml

Below Investment Grade
1999
2000
2001
2002
2003
2004
2005
2006
2007

7.98%
7.55%
7.26%
6.44%
4.75%
4.87%
5.53%
5.87%
5.94%

9.44%
9.78%
8.95%

16. 11 %
. --7.56%

6.69%
6.88%
6.80%
8. 15%

Difference between BBB and High Yield:

Nine Year Avg. (1999-2007) 2.68%

Eight Year Avg. (2000-2007) 2.84%

Seven Year Avg. (2001-2007) 2.92%

Six Year Avg. (2002-2007) 8L13%

Five Year Avg. (2003-2007) 1.82%

Four Year Avg. (2004-2007) 1.58%

Three Year Avg. (2005-2007) 1.50%

Two Year Avg. (2006-2007) 1.57%

Notes :

(1) Rates reflect yearend levels from the Lehman Brothers Utility index - includes all publicly registered fixed

rate deals greater than $250 million, with an initial maturity greater than 18 months, and more than 12 months

remaining until maturity

Aps13015
Page 1 of 1
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A.08-0172

JULY 31 | 2008

Staff Interim 2.71 (a) Please identify all current long-term debt APS has that was issued
when APS had a bond rating of BBB-. (b) Please provide APS's best
estimate of the cost of each debt issuance identified in response to pan
a, if APS had instead at the time of issuance had a bond rating of BBB
Include adj Excel tiles and supporting calculations

Response (a) APS has issued $400 mill ion of long-term debt since S&P
downgraded it to BBB- on December 21, 2005. This debt was issued
on 8/3/2006 'm two tranches, $250 million maturing on 8/1/2016 with a
coupon of 6.25% and $150 million maturing on 8/1/2036 with a
coupon of 6.875%

(b) If APS had had a bond rating of BBB at the time the amount
referred to in subpart (a) was issued the coupon on these two tranches
would have been approximately' €20%laf1d6]325% respecfiveli `This
would have resulted in interest expense saMes of $1.25 million and
$2.25 million over the life of the bonds

Witness: Donald Brandt
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172 -. INTERIM RATES

JULY 31. 2008

Staff Interim 2.27 Refer to paragraphs 33 and 35, of Mr. Brandt's 6/6/08 affidavit. (a)
Given the current rate case schedule, when does APS anticipate that
base rates being addressed in the current base rate case would become
effective? If beyond October 1, 2009, please explain your answer
fully. (b) Have any credit rating agencies announced that APS's debt
would be downgraded if APS's request for interim rates were to be
denied? If so, pleaseprovide all such announcements. (c) Have any
credit rat ing agencies announced that APS's debt would be
downgraded if APS's request for interim rates were to be granted 'm an
amount substantially lower than the $1 15 million requested by APS?
If so, please provide all such annoimcements. (d) Has APS had any
communications with any credit rating agencies wherein APS's
request for interim rates was discussed? If not, explain fully why not
If so, please identify the dates, persons involved, and substance of all
such communications. (e) Has APS advised any of the credit rating
agencies that the approximately 4 mill PSE Adjustor was going to
expire after APS collected the $46 million of fuel and purchased
power cost? -If not,-explain-Mlywhynot. -If so -please -identify the
dates, persons involved, and substance of all such communications. (t)
Please identify when the PSE Adjustor expired, and/or when APS
currently expects it to expire

Response (a) APS is still hoping to have rates effective by October 1, 2009

(<=) No
(d) Yes. We notify them of re tort filings. We have no records of

specific dates. Persons involved in such discussions could be Don
Brandt, James Hatfield, Barbara Gomez, and James McGill

(e) Yes. See response to (d)
(f) The PSA expired with the last billing cycle ofluly, 2008

Witness: Donald Brandt
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

JULY31. 2008

Staff Interim 2.76 Does APS believe that, without interim rates, it would be facing a cash
flow emergency in 2008 or 2009? If so, please provide all quantitative
information and other documentation relied upon by APS for its
expectation of a cash flow emergency without interim rates. If not
explain hilly why not

Response No. The Company has $900 million 'm committed ékedit fédilities
available to it through 11/2010

Witness: Donald Brandt
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172 - INTERIM RATES

JULY 311 2008

Staff lnterim 2.24 Refer to page 13, paragraph 29, of Mr. Brandt's 6/6/08 affidavit. (a)
Please identify and describe in detail the two instances in which the
Company's ability to access the debt markets have been limited in
2007. (b) Have dxere been any instances in 2008 in which the
Company's ability to access the debt markets have been limited? If so,
please identify, quantify and explain fully each such instance.

Response : (a) In August and December 2007. Our ability to issue commercial
paper was eliminated due to the volatility in the credit markets
resulting from the sub-prime mortgage crisis.

(b) Yes. Again, our ability to issue commercial paper has been
periodically impacted throughout 2008.

In each instance, APS borrowed under their revolving credit facilities
which currently have similar pricing to commercial paper.

Witness: Donald Brandt
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172 .- INTERIM RATES

JULY317 2008

Staff Interim 2.19 Refer to page 12, paragraph 26, of Mr. Brandt's 6/6/08 affidavit. (a)
When will the $400 million of equity be infused into APS? (b) Does
the timing of the equity infusion have any impact on APS's FFO/Debt
ratio? If not, explain fully why not. If so, please identify, quantify and
explain the impacts.

Response: (a) We expect PNW to issue up to $400 million of equity before year-
end 2009 and immediately infuse the proceeds into APS.

(b) Yes. The debt level will increase if there is no equity infusion
which will decrease FFo/Debt by approximately 2%. Attached as
APSI3333 is an approximation of the FFO/Debt impact.

Witness: Donald Brandt
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Company Decision No. Y¢3l Decided Issue

Arizona Public Service Company 53909 1983 Negative indicators (cash coverage of interest, cash coverage

of common earnings, and internal cashgeneration)led to risk

of Aps' commercial paperratingbeingdowngradedleading to

borrowing with higherintérestrates andtrading to a possible

downgrade to "BB" status. APSundergoing a massive

constructionprogram, including the three nuclear generating

unitsat Pro Vane. A $60 million increase was approved but

APS was ordered to cease accruals of AFUDCon $327 million

of oonstrudion amxziated with Palo Verde Unit I duringthe

effective period of the interim mes. APPROVED

E & R Water Company,United

Utilities Inc., Desert Utilities Inc.,

WilliamsonWatcrwodrs Inc.,

Pinewood Sewer Company Inc.,High

Country WaterInc.,C & s Water

CompanyInc., andPine OakWater

Company Inc.

$7768 1991

|

All of these utilities were owned by Utility Systems Group Inc.

("USG") through stock holdings acquired in 1988 and 1989.

USG also owned Utility Management and Operations Services

("UMOS"), which appeared to be an unregulated subsidiary.

All of the utilities were in poor condition, such as sewer pipes

being used to deliver water. in addition, financial impacts

&onrUm6s hurtthe.utilities' linaricial health. Applicant

admitted to paying more for the utilities than what they were

worth and Staff and RUCO indicated that the Applicant likely

caused whatever financial emergency exited. The

Commission rejected USG's arguments that there was a

sudden and unforeseen emergency or its contention of a

negative cash flow from operations. This Decision references

Decision No. 57049 (1990), where the Commission denied

emergency rate relief for Pinewood Sewer Co any. DENIED

Mountain ViewWater Company 57841 1992 Water quality problems and m4ior operation and maintenance

deficiencies along with a cease and desist order issued from

the Arizona Depertimeut of Environmental Quality ("ADEQ").

The utility has been 0982413 at a loss for the last 16 years,

and was being subsidized for its operations. The utility also

experienced water shortages over the summer the pas: six to

sevenyears. Commission found an emergency existed.

APPROVED.

Golden Corridor Water' Company 58672 1994

I

A lightning surge destroyed a motor servicing the primary

well. Immediate repairs were required. $3,075.11 was going

to be needed to make the repairs The utility's back-up well

was inoperable. The utility was able to pay for the repairs in

..full and some evidence suggested a.water leak had caused an

electrical short in the motor. No emergency was found

because the well was operational and charges for the repairs

were paid-in-full. The investment in the new well was to be

addressed in the utility's next ant rate case. DENIED.



Company Decision No. Year Decided Issue

United Utilities - Mesa Del Caballo

System

58677 1994 Severe water shortageproblems in the area Water needed to

be purchase from theTown of Payson. The issues in this case

appeared to be more about the design and durationof the

cmagemcy surcharge, rather than whether an emergency

existed. A three-year surcharge was approvedRom May to

October of each year for those using over 4,000gallons.

APPROVED.

Congress Water Company 58777 1994 A non-profit utility had a back-up well pumping at 28 percent

of capacity. $23,32l.40 needed to make the necessary repairs

to the well. RW were ds needed to a booster pump and

telemetry control box, apparently due to a lightningstrike..

The utility did not have the cash reserves nor did it have access

to other funds to pay for the improvements to the well, booster

pump and control box without additional funding. An

emergency found, based on the fact that because of the lack of

sufficient cash reserves and the need to ensure uninterrupted

service. APPROVED.

Lakewood Water Company 58900 1994 Emergency petition for #surcharge to recoycfthe incréaseil
costs for laboratory analyses rebuilted by ADEQ. The

applicant subsequently withdrew its application. DISMISSED

WITHOUT PRBJEDICE.

Valle Verde Water Company 58917 1994

I |

Emergency suréhxirgc requested Tb offset chérnical analysis
costs required by ADEQ. The utility subsequently withdrew

its a location. DISMISSED WITHOUT PREJUDICE.

Sedona Venture (Sewer) 59122 1995 Storm damage to the utility's water and sewer

lines, near a bridge that was wash out. No

emergency determined because the Company was

not insolvent and that service should be maintained

in the foreseeable future. The Company would

have $14,320 cash flow to make payments on a

$36,000 loan for repairs. DENIED.

Mountain View Water

Company

59250 1995 The utility applied for an emergency increase to

pay for the hauling of drinking and cooking water.

The utility had then-existing compliance issues

with both the Conmiission and ADEQ, including

ADEQ ordering the utility to haul drinking and

cooking water on a weekly basis. The utility

advocated for interim rates to fund a particular

method ofhauling. The Commission denied

granting of relief for hauling because the utility

knew of problems since 1984. Numerous other

compliance issues. The Commission did approve a

surcharge for the limited purpose of payment for a

well pump and motor. APPROVED IN PART

AND DENIED IN PART.

Docket No. E fJ1°4'l\ kg 9172
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Company DecisionNo. Year Decided Issue

George M. Papa db

George M. Papa Water

Cvrvvany

59650 1996 An abundance of cpcrationd and management

problems,numerous outstanding amounts owed to

loral taxing authorities, lack of storage facilities,

and other deficiencies. APPROVED
Bellemnnt Water

Company

60083 1997 Water production on the utility's wells fell to 250

rpm from 420 rpm, forcing the utility to pmvzhac

water loom Atchison, Topeka and SantaFe

Railway Company to meet its needs. The Utility

had to pay an extra $1.50 per 1,000 gallons

pumped, plus electricity and maintenance for the

Railway's well. Staff proposed a different method

of recovering ancrgency rates, which was adopted

_by the Commission. APPROVED.
Diamond Valley Water

Users Corporation

60394 1997 Poor physical condition and rapid deterioration of

the utility's distribution system, due to the entire

system being constructed in substandard fashion.

Also, Yavapai County was re-graldi ng roadways

where the uUlity's naifs were located. As a result,

the utility was being requested to lower the depth

of its mains in these roadways. But because the

utility had a positive cash flow of $2,300 each

month to make improvements, and because the

utility was not insolvent and could M n t a in

service, Staffrecommended denial. Staffs

position was adopted by theCommission.

DENIED.

Holiday Hills Water

Company

60572 1998 The utility had a history of repeated water outages

and shortages; One of the two wells repeatedly ran

dry. Water hauling was necessary, with water

purchased from the City of Prescot1LWat er  l i n

line replacements also needed, and damaged

meters. The City of Prcsuott was threatening to

deny the utility any more water unless payments

for outstanding auwunts owed were made.

Outstanding amounts owed to other entities making

repairs to the system. APPROVED.

Far West Water Company 61833 1999 Utility's groundwater supplies contaiNed a high

keel of total dissolved solids Max affected the taste

and atfeaed appliances that used the water. To

allow enough cash flow to finance construction of

a water treatment plant and related facilities so that

Colorado River water can be used. APPROVED

Nn.-ppt Mn l=-m 'z44A-nn-n179
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Company Decision No. Year Decided Issue

Vail Water Company 61930 1999 Operating shortfalls forced the utility to borrow

$150,000 firm its shareholders. The utility was

alleging it would need to boniow an additional

$93,000 if interim rates are not approved. The

utility further alleged it would not be able to

perform its services as a public service corporation

and that tr was insolvent. The Commission found

that the utility had not met its burden to show an

emergency existed, mainly because the utility

continued ro incur expenses for disallowed items.

DENIED

This Utility Company,

B&T Division
62651 2000 Hugh nitrate levels from the utility's one well

forced purchase oftwiee as much water 5-om the

City of Tucson than what was anticipated.

APPROVED

Outman Water Company 62953 2000 Decline in the aquifer lead to the utility's well

pumping only 3 gallons per minute at time of the

hearing. Financing ncedd to haul water and drill

two additional wells. A previous interim rate order

was approved (Decision No. 62772) but additional

reliefstill ineetled. APPROVED

Forty Nina Water

Company

65352 2002 Persistent drought conditions and lack of

conservation lead to the utility having to purchase

water from the City of'Ilucson. Emagemcy rates

needed to cover the costs of the purchases and the

hook-up with the city ofTucson. APPROVED

Pine Water Company 65914 2003 Chronic water supply problems in the area the

utility serves. Ongoing drought conditions and

continuing low rainfall exacerbating the utility's

ability to supply water to its customers. Water

hauling necessary until a construction of water

pipeline from a neighboring utility to supply water

was completed, along with the fixing of leaks and

drilling of new wells. APPROVED

Mount Tiptop Water

Company

66732 2003 The utllity was unable to pay its WIFA loan when

'payments wervdue. 'l'helltility had pursued

fomntion fan improvement district, but

formation was not approved. The interest rate on

the WIFA loan remained at 8.5 percent versus the

4.75 percent reduction that would have oocuned

had a district been formed. The utility also bad

recently acquired mother utility (Dolan Springs)

that owed considerable back taxes APPROVED

ft-nln~l NC E QS -MAY 'JO 9172
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Company Decision No. Year D¢¢id¢d Issue

Nana Water Company 67984 2005 Increases inconstruction costs for upgradesto the

utility's system. Additionalcosts to relocate a

portion of its system to accommodatea road-

wldeningprojcd. Additional water storage and a

new well neededto address the fact that the

utility's Well No. 4 was goingdry. The utility

received emergency interimrate relief inDecision

No. 61609 (l999) due to ongoingoperationaland

financial bless. APPROVEDI I

Sabrosa Water Company 67990 2005 Probleans included inadequate water supplies,

marginal to poor water quality, poorly maintained

equipment, a series offinancial and legal problems

as a result of the owner abandoning the system and

rates that do not allow for the operation and

maintenance of the water et APPROVED

Johnny A, McLain db

Cochise, Horseshoe

Ranch, Coronado Estates,

Cyrstal,Mustang, Miracle

Valley and Siena Sunset

N/A N/A Recommended Opinion and Order in Docket Nos.

W-0I646A-06-00I0 outlines numerous operational

and maintenance problems, outages, and other

deficiencies. All systems pan of a bankruptcy

proceeding. TO BE DECIDED

Dogkgt Nm F-f\1249A-HR-H177
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Arizona Public Service Company

Analyst
Laura Schumacher/New York
William L. Hess/New York

Arizona Public Service Company

ACTUALS

(CFO PreW/c + Interest) l Interest Expense [1}{2]

(CFO Pre-WIC) I Debt [2]

(CFO Pre-W/C - Dividends) / Debt [2]

(CFO PreW/C - Dividends) / Capex [2]

Debt/ Book Capitalization

EBITA Margin

Arizona Public Service Company

Category
Outlook
Issuer Rating
Sr Unsee Bank Credit Facility
Senior Unsecured
Subordinate Shelf
Commercial Paper
Parent: Pinnacle West Capital Corporation
Outiook
Issuer Rating
Sr Unsee Bank Credit Facility
Senior Unsecured Shelf
Subordinate Shelf
Preferred Shelf
Commercial Paper

Credlt Opinion: Arizona Public Service Company

Ratings

Phoenix. Arizona. United States

Contacts

{1] CFO pre-W/C, which is also referred to as FFO in the Global Regulated Electric Utilities Rating Methodology, is
equal to net cash flow from operations fess net changes in working capital items [2] Changes in risk management
and trading assets and liabilities are excluded from CFO Pre-WIC

Key Indicators

Note: For de8nitions of Moody's most common ratio terms please see the accompanying

Mhulaaays NnumtawauService

Moody's Rating
Stable

Phone
2122553.3853
212.553.3837

(P)Baa3
P-2

(P)Baa3
(P)Ba1
(P)Ba2

P-3

Stable

1Q08 LTM

4.4x

19.6%

14_1%

m,

45.9%

21 .7%

Global Credit Research

Credit Opinion

28 JUL 2008

2007

4.2x

18.3%

14.0%

58.7%

45.9%

22.6%

19.0%

14.5%

79.0%

46.0%

23.9%
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2006 2005

4.4x 3.6x

14.5%

9.7%

53.1%

47.5%

20.99

Opinion

Corporate Profile APS13051
Page 1 of 6
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Arizona Public Service (APS: Baan senior unsecured, stable) is a vertically integrated electric utility that provides
electric service to most of the state of Arizona with the major exceptions of about one-half of the Phoenix
metropolitan area and the Tucson metropolitan area. APS is the primary subsidiary of Pinnacle West Capital
Corporation (Pinnacle: Baan senior unsecured, stable), a holding company that through its other subsidiaries sells
energy related products and services and develops residential and commercial real estate

Recent Events

On July 25, 2008 Moody's revised the outlooks for APS and Pinnacle to stable from negative. The revision in
outlook was a result of the companies' stable financial performance and also reflects our opinion of Aps' improved
prospects for more timely recovery of certain costs than had historically been the case. Our view is based on
recent regulatory decisions involving recovery mechanisms for the cost of fuel and purchased power and
transmission as well as recovery mechanisms for certain growth related costs. The outlook revision also
recognized APS' demonstrated intent to attempt to minimize regulatory lag by filing for additional rate relief as soon
as practicable

Regulatory Activity

Approval of Line Extension Fees

In February 2008 the Arizona Corporation Commission (ACC) approved an amendment to Ape' line extension
schedule which eliminated certain free footage allowances and permitted APS to collect, on a current basis, costs
relating to line extensions, which are estimated to be approximately $3,500 - $5,000 per new meter set (pre-tax)
Moody's views the incremental (after-tax) cash flow resulting from these fees as recurring, and we have adjusted
our credit metrics to reflect them as operating cash flows

General Rate Case Filing

in June 2008, APS filed for a $278.2 million net rate increase (approximately 8.5% from existing customers)
comprised of a $264.3 million non-fuel related increase. and.a .$13..9.million net fuel-related .inf:rease_AP£ has
proposed to collect UP to $53 million of the increase specifically from new customers. The fuel increase request is
net of approximately $170 million currently being collected in APS rates through its power supply adjustor (PSA)
mechanism. APS' June tiling is based on a test year ended December 2007. The request has been accepted by
ACC Staff. A procedural schedule has been proposed with hearings in April 2009 and a decision expected in the
latter part of 2009

Request for Interim Increase

Also in June 2008, APS filed a request for an interim base rate increase of $003987 per kph to become effective
upon the expiration of the 5.003987 per kph power supply adjustor surcharge currently in Ape' rates. APS
estimates the current surcharge will remain in effect through July. A procedural schedule has been set for this
request, with hearings scheduled for September 2008 with a decision anticipated shortly thereafter

Palo Verde

In February 2007, Nuclear Regulatory Commission (NRC) placed Palo Verde Unit 3 (PVU3), into the
multiple/repetitive degraded cornerstone" column of the NRC's action matrix, which has resulted in an enhanced

inspection regimen and some increased operating costs for APS as it seeks to improve its processes at all three
Palo Verde units. In February 2008, the NRC issued its revised confirmatory action letter, and as required, on
March 31, 2008, APS submitted its revised improvement plan. The NRC will continue to provide increased
oversight at Palo Verde until the facility has demonstrated sustained performance improvement. APS anticipates
that this process will continue into 2009

While operating performance at Palo Verde has improved, capacity factors continue to be impacted by planned
outages (including a steam generator replacement in 2007) that have been extended by additional inspections. In
2007, the plant's average capacity factor was 79.0% versus 70.7% in 2006 and 77.4% in 2005. For the first quarter
of 2008, the nuclear capacity factor was 93%

Rating Rationale

The Baa2 rating for the senior unsecured obligations of APS reflects the stability of its regulated cash flows, the
economic strength of its service territory, its regulatory environment, cash flow credit metrics that are appropriate APS1.3D51
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for the rating, and its position as a subsidiary of Pinnacle. The rating and outlook consider the traditionally
challenging regulatory environment in Arizona, but also contemplates recent ACC decisions and regulatory
activities that appear intended to reduce regulatory lag and provide more timely recovery of certain costs

Given APS' current significant capita! expenditure program, the company will require continued, timely regulatory
support to maintain credit metrics that are appropriate for its rating. The stable outlook assumes APS will be
reasonably successful in managing its regulatory relationships with an objective of achieving more timely recovery
and an opportunity to earn a fair return. The rating also incorporates an expectation that APS will maintain a
balanced approach with regards to financing its capital expenditures with a goal of maintaining or improving its
current level of financial strength

The mast important drivers of the rating and outlook are as follows

Regulatory Environment

Almost all of Ape' operations are regulated which is generally viewed as positive for credit quality as regulated
cash flows tend to be more stable and predictable than those of unregulated companies. This key factor is
tempered somewhat by the historically challenging regulatory environment in Arizona, which Moody's ranks as
below average for U.S. regulatory jurisdictions in terms of supportiveness or predictability and stability of regulated
cash flows

APS' operations are regulated by the Acc, an elected commission that has tended to render its decisions after
prolonged consideration. Although regulatory lag remains a significant concern, recent decisions with regards to
costs for fuel and purchased power and transmission, and certain growth related expenditures should reduce the
time to recover some of these items

General Regulatory Lag

APS' rate case activity is illustrative of an environment where there has tended to be below average assurance of
timely recovery of costs and the ability to earn a reasonable return on investment. Ape' 2003 rate case was not
concluded until April 2005, and the increase received was less than half of the amount requested; the significant
delay and relatively modest allowed increase resulted in the need for APS to quickly file another rate case in
January 2006

APS' January 2006 rate case was decided somewhat more quickly with a decision rendered in June 2007 wherein
the utility received approximately three quarters of its requested increase, however, the allowed increase was
almost entirely related to increased costs for fuel and purchased power. of the $120 million requested for non-fuel
items. only $7 million was approved. As a result, APS filed another general rate case as soon as practicable
based on a test year-ending September 2007. APS subsequently agreed with ACC Staff to re-file its rate increase
request based on a test year-ending December 2007. Given the amount of time generally required to decide rate
cases in Arizona, Moody's estimates that new rates will not be implemented until the latter part of 2009

Reduced Regulatory Lag for Certain Items

The ACC's June 2007 decision included a significantly improved mechanism for the recovery of foe! and
purchased power costs, incorporating a forward estimate of fuel costs in addition to the continued recovery of past
deferrals. Fuel and purchased power costs have been among APS' most volatile operating expenses and Moody's
views the ACC's recent approach to this problem as supportive of the utility's credit prohie. However, we note that
APS fuel recovery factor remains subject to an annual cap, potentially delaying recoveries beyond a one-year true
up period, and subject to a 90/10 sharing mechanism wherein 10% of costs are not able to be recovered

in June 2008, APS requested an interim base rate increase that would take effect upon expiration in July 2008 of a
surcharge being collected under the fuel clause adjustment mechanism. The request could potentially allow base
rate cost recovery. subject to refund, prior to the completion of the next general rate case. This could result in a
measure of rate stability as there could potentially be no immediate incremental increase to customers. and there
would likely ultimately be a smaller base rate increase. Since the ACC and interested parties needed more time to
consider this request, a decision is now expected late September to mid October. If implemented new rates could
be in place November 1 when lower winter rates go into effect, thereby allowing some degree of rate stability
Moody's notes that the Acc has granted interim increases in the recent past. Moody's views mechanisms
designed to reduce the time required to recover a utility's costs, such as the requested interim base rate increase a
positive for credit quality

In its June 2007 order, the ACC requested that APS propose mechanisms that could potentially allow growth to APS13051
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pay for itself, rather than being paid by the current customer base. In February 2008, the ACC approved an
amendment to Aps' line extension schedule that should provide an almost immediate recovery of the cost of
certain growth related capital investment reducing the amount of external financing needed to support these
expenditures. Moody's views this revision as positive for credit, virtually eliminating the normal regulatory lag that
would otherwise be associated with seeking recovery of these expenditures

In its 2005 order, the ACC authorized a transmission tracking adjustment (TCA) mechanism designed to allow
retail transmission charges to track those authorized by the FERC. The TCA was initially implemented in March
2008, and timely adjusted following an automatic adjustment in FERC transmission rates in June 2008

Service TerTitory Growth Slowing

Growth in APS' service territory has slowed significantly below the 4-5% level experienced in 2005 and 200G. in
2007, customer growth was approximately 3%, for the Rrst quarter of 2008 customer growth slowed to 2% and is
not expected to return to historical heights over the near-to-medium term. Although, a growing customer base can
provide a source of increased revenue, assuming timely recovery of increased growth related investment and
increased costs for fuel and purchased power, it also has resulted in a continuing need for capital investment and
regulatory relief. The stable outlook assumes APS will continue to take a balanced approach with regards to the
funding of its capital expenditures. Moody's also believes a sustained period of slower growth could potentially
temper APS need for capital investment which could reduce its financing requirements

Financial Metrics

in 2004 and 2005, Aps' key financial metrics reflected the fact that it had been unable to recover fully increased
costs for fuel, purchased power and capital spending on a timely basis. For example, the ratio of cash from
operations prior to changes in current assets and liabilities (CFO pre-WC) / debt (incorporating Moody's standard
analytic adjustments) dropped into the mid-teens. Financial metrics improved in 2006 and 2007 with CFO pre
WC I debt moving to the upper-teens as fuel recovery improved. These metrics are now toward the middle~to
upper end of the 13% to 25% range identified in Moody's Rating Methodology for Global Electric Utilities tor Baa
rated entities on a stand-alone basis within the medium risk category. Cash flow credit metrics are expected to
remain in that range over the near-to-medium term reflecting more timely cost recovery of certain items and
assuming capital expenditures are financed in a manner that is also supportive of APS current financial strength
and flexibility. In general, Moody's would look for APS to have financial metrics that are somewhat stronger than
comparably rated utility operating companies that operate in regulatory environments that have historically been
more supportive of credit quality

Subsidiary of Pinnacle West

Pinnacle, Ape' parent company, conducts a modest amount of non-regulated activities including power marketing
and trading, sales of energy related products and services, and residential and commercial real estate
development through subsidiaries including SunCor Development Company (real estate). However, for the past
several years almost all of Pinnacle's cash from operations has been generated by APS. Over the near-to-medium
term, Pinnacle's non-regulated businesses, are not expected to meaningfully contribute to, or detract from
consolidated cash flows. Although residential real estate sales slowed considerably in 2006, 2007 and continuing
into 2008, Pinnacle's joint venture strategy with other developers, combined with its successfully completed asset
sales program (implemented 2003-2005) has significantly reduced its exposure to this volatile sector. The parent
company also maintains a modest amount of leverage with holding company debt at less than 10% of consolidated

Liquidity Profile

Ape' Prime-2 short-term rating for commercial paper reflects the relatively stable and predictable cash flow
provided by its regulated electric utility operations

For the year ended December 2007, Ape' cashflow from operations of approximately $765 million covered
approximately 72% of its outlays, including capital expenditures of approximately $900 million'ahd dividends to
Pinnacle of $170 million. The shortfall was funded via a combination of internal and external sources of cash
including $218 million of short term debt proceeds, approximately $40 million of equity contnbutiOns from Pinnacle
and cash on hand

For the next several years, Ape' capital expenditures are expected to be in the range of $1.0 billion per year
primarily to expand Ape' transmission and distribution network to meet growing customer needs, but also to
upgrade its existing utility properties and for other environmental purposes. Funding for these increased capital APS1305t

Page 4 of 6

http://moodys.com/moodys/cust/research/MDCdocs/30/2002900000427 I35 asp'?doc_id=20029000f)0427 I 8/1/2008



Rating Aa Aa A A Baa Baa Ba Ba
Level of Business Risk Medium Low Medium Law Medium Low Medlum Low

Arizona Public Service Company Docket No.
Attachment RCS-2
46 of 64

E-01345A-08_0171388€ 5 of 6

expenditures is expected to be provided via a combination of internal and external sources ofcash; iriciuding
operating cash flow, equity contributions from Pinnacle and long and short term debt financing.

Over the last several years, APS has paid dividends to Pinnacle of $170 million per year. Moody's expects APS'
dividends are likely to remain near this level in 2008 and over the medium term.

APS' pattern of cash flow is seasonal as the peak of electric demand occurs during the summer months due to
high air conditioning load that exists in its service territory. As a result, the bulk of its commercial paper borrowings
typically occur in the second and third quarters of each year. As of March 31, 2008, APS had $90 million of
commercial paper and $100 of short~term debt outstanding under its revolving credit facility.

APS has historically maintained a very modest level of cash on its balance sheet, as of March 31, 2008, APS had
reported cash and cash equivalents of approximately.$8 million.

APS' commercial paper program is sized at $250 million and is currently supported by two committed lines of credit
totaling $900 million, a $400 million line that expires in December 2010 and a $500 million line that expires in
September 2011. As of March 31. 2008, APS had approximately $100 million of borrowings under its credit
facilities. Overall availability under these credit facilities was $798 million, of which $90 million was back-stopping
commercial paper outstanding. Both credit agreements have one financial covenant that requires the ratio of debt
to total capitalization not to exceed 65%. As of March 31, 2008, Ape' debt to total capitalization ratio, calculated in
accordance with the credit documents, was approximately 47%. The credit agreements do not require a Material
Adverse Change (MAC) representation for revolver bon'owings. No rating triggers exist in any APS credit facilities
though interest costs may increase under various financing agreements if a downgrade occurs. APS nearest long
term debt maturity is $400 million of unsecured notes due in 2011. In 2010, APS must replace fetters of credit
supporting approximately $200 million of variable rate pollution control bonds.

Aps' Prime-2 rating for its short term obligations assumes that the company will manage the amount of
commercial paper and other near term obligations Outstanding within the limits of its readily available sources of
cash, including its committed bank credit facilities.

Rating Outlook

The stable outlook reflects the nature of APS' predominately regulated cash flows and Moody's view that its
improved cash flow financial metrics are likely to be sustainable. The outlook assumes APS' will be reasonably
successful in managing its regulatory relationships and that capital expenditures will be financed in a balanced
manner with a goal of maintaining or improving APS current position of financial strength.

What Could Change the Rating - Up

APS' rating is not likely to be revised upward in the near-to-medium term. Longer term, if there is an increase in
supportive regulatory treatment resulting in material, timely rate increases, or if there are material reductions in
costs or leverage such that Moody's would anticipate key financial ratios improving significantly from their current
levels, if for example. a ratio of CFO pre -we / debt could be maintained in the mid twenty percent range.

What Could Change the Rating - Down

A downgrade could result if Palo Verde experiences an extended outage and APS is unable to recover, in e timely
manner, higher maintenance and purchased power costs, or if APS' regulatory lag for capital spending becomes
more pronounced. A downgrade could result if Moody's expects a sustained weakening of financial metrics, if for
example, the ratio of CFO pre -WC l debt would remain in the mid-teens for an extended period .

Rating Factors

Arizona Public Service Company

62000
Select Key Ratios for Global Regulated Electric
Utilities

I I APS13051
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172-INTERIM RATES

JULY 3] l 2008

Staff lnterim 2.97 Without any interim rate increase, will APS be able to provide safe
and reliable electric service to its customers in 2008 and 2009? If not,
explain filly why not.

Response While the Company hopes that it is able to continue to provide safe
and reliable electric service to customers in 2008 and 2009 and intends
to do so, the Company's interim base rate request is intended to
support its overall financial health so that its ability to offer reliable
electric service will not be jeopardized in the future

Witness: Donald Brandt
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

JULY 31, 2008

Staff Interim 2.74 Does APS have any estimates of the cost of obtaining a performance
bond or other form of financial assurance that APS would be able to
make refunds of any emergency rate relief that might be granted by the
Commission? If  so, please prov ide detai ls for each type of
performance bond or other form of financial assurance that APS has
knowledge of.

Response: The estimated cost for either a bond or a letter of credit would be in
the range of 1% of its face value.

Witness: Donald Brandt
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172

JULY 31. 2008

Staff lnterim 2.73 If APS is granted any interim rate relief please list all steps and
measures that APS would take 'm order to assure that it would be able
to subsequently make refunds that might be ordered by the
Commission at a later date

Response Although APS does not believe that in is legally obligated or necessary
to post a bond, APS would nonetheless be willing to provide a bond or
a letter of credit guaranteeing the refunds, if ordered to do so by the
Commission

Witness: TBD
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Key Indicators

Pinnacle West Capital Corporation

ACTUALS

(CFO Pre-W/C + Interest)/ Interest Expense [1][2]

(CFO Pre-W/C)/ Debt [2]

(CFO Pre-W/C - Dividends) / Debt [2]

(CFO Pre-w/c - Dividends)/ Capex [2]

Debt I Book Capitalization

EBITA Margin

1Q08 LTM

4.0x

%

n

57.3%

m,

Vo

2007

3.9x

17.2%

12.5%

57.6%

48.5%

20.2%

200s

4.2X

18.9%

14.1 %

75.2%

47.4%

21.5%

2005

3.7x

18.4%

11.8%

69.6%

48.0%

18.9%

[1] CFO pre-W/C, which is also referred to as FFO in the Global Regulated Electric Utilities Rating Methodology, is
equal to net cash flow from operations less rel changes in working capital items [2] Changes in risk management
and trading assets and liabilities are excluded from CFO Pre-W/C

Note: For definitions of Moody's most common ratio terms please see the accompanying Lis¢:8 ..i§8336

Opinion

Corporate Profile APS13052
Page 1 of 6

http1//moodys.com/moodys/cust/research/MDCdocs/30/2002900000427134 asp"doc id=20029000004271 8/1/2008



Pinnacle West Capital Corporation Docket No. E-01345A-08 01
Attachment RCS-2 188 2 of 6
52 of 64

Pinnacle West Capita! Corporation (Pinnacle: Baan senior unsecured, stable) is a holding company whose
principal subsidiary, Arizona Public Service Corporation (APS: Baa2 senior unsecured, stable), is a vertically
integrated electric utility that provides electric service to most of the state of Arizona with the major exceptions of
about behalf of the Phoenix metropolitan area and the Tucson metropolitan area. Pinnacle's other subsidiaries
are engaged in the sale of energy related products and services and the development of residential and
commercial real estate

Recent Events

On July 25, 2008 Moody's revised the outlooks for APS and Pinnacle to stable from negative. The revision in
outlook was a result of the companies' stable financial performance and also reflects our opinion of Ape' improved
prospects for more timely recovery of certain costs than had historically been the case. Our view is based on
recent regulatory decisions involving recovery mechanisms for the cost of fuel and purchased power and
transmission as well as recovery mechanisms for certain growth related costs. The outlook revision also
recognized Aps' demonstrated intent to attempt to minimize regulatory lag by filing for additional rate relief as soon
as practicable

Regulatory Activity

Approval of Line Extension Fees

in February 2008 the Arizona Corporation Commission (ACC) approved an amendment to APS' line extension
schedule which eliminated certain free footage allowances and permitted APS to collect, on a current basis, costs
relating to line extensions, which are estimated to be approximately $3,500 - $5.000 per new meter set (pre-tax)
Moody's views the incremental (after~tax) cash flow resulting from these fees as recurring, and we have adjusted
our credit metrics to reflect them as operating cash flows

General Rate Case Filing

In June 2008, APS med for a $278.2 million net rate increase (approximately 8.5% from existing customers)
comprised of a $264.3 million non-fuel related increase and a $13.9 million net fuel~related increase. APS has
proposed to collect up to $53 million of the increase specifically from new customers. The fuel increase request is
net of approximately $170 million currently being collected in APS rates through its power supply adjustor (PSA)
mechanism. Aps' June tiling is based on a test year ended December 2007. The request has been accepted by
ACC Staff. A procedural schedule has been proposed with hearings in April 2009 and a decision expected in the
latter part of 2009

Request for Interim Increase

Also in June 2008, APS filed a request for an interim base rate increase of $003987 per kph to become effective
upon the expiration of the $003987 per kph power supply adjustor surcharge currently in APS' rates. APS
estimates the current surcharge will remain in effect through July. A procedural schedule has been set for this
request, with hearings scheduled for September 2008 and a decision anticipated shortly thereafter

Palo Verde

In February 2007, Nuclear Regulatory Commission (NRC) placed Palo Verde Unit 3 (PVU3), into the
multiple repetitive degraded cornerstone" column of the NRC's action matrix, which has resulted in an enhanced

inspection regimen and some increased operating costs for APS as it seeks to improve its processes at all three
Palo Verde units. In February 2008, the NRC issued its revised confirmatory action letter, and as required, on
March 31, 2008, APS submitted its revised improvement plan. The NRC will continue to provide increased
oversight at Palo Verde until the facility has demonstrated sustained performance improvement. APS anticipates
that this process will continue into 2009

While operating performance at Palo Verde has improved, capacity factors continue to be impacted by planned
outages (including a steam generator replacement in 2007) that have been extended by additional inspections. In
2007, the plant's average capacity factor was 79.0% versus 70.7% in 2008 and 77.4% in 2005. For the first quarter
of 2008, the nuclear capacity factor was 93%

Rating Rationale

The Baan rating for the senior unsecured obligations of Pinnacle reflects the stability of its regulated cash flows APS13052
Page 2 of 6

http1//moodys.com/moodys/cu st/research/MDCdocs/30/2002900000427134.asp'?doc_id=20029000004271 8/1/2008



Pinnacle West Capital Corporation
Docket No. E-01345A-08 01 e 3 of  6
Attachment RCS-2 8
53 of G4

the economic health of APS' service territory, its regulatory environment, cash flow credit metrics that are
appropriate for the rating, and its modest exposure to a currently weak real estate market. The rating and outlook
consider the traditionally challenging regulatory environment in Arizona, but also contemplates recent ACC
decisions and regulatory activities that appear intended to reduce regulatory lag and provide more timely recovery
of certain costs

Given Ape' current significant capital expenditure program, the company will require continued, timely regulatory
support to maintain credit metrics that are appropriate for its rating. The stable outlooks for APS and Pinnacle
assume APS will be reasonably successful in managing its regulatory relationships with an objective of achieving
more timely recovery and an opportunity to earn a fair return. The rating also incorporates an expectation that APS
will maintain a balanced approach with regards to financing its capital expenditures with a goal of maintaining or
improving its current level of financial strength

The most important drivers of the rating and outlook are as follows

Predominately Regulated Operations

Pinnacle engages in a modest amount of non-regulated activity, however, it currently derives almost all of its
operating cash How from its regulated electric utility subsidiary Ape. Pinnacle's non-regulated operations include a
limited amount of energy trading. sales of energy-related products and services and commercial and residential
real estate development primarily in Arizona and the southwest. Although residential real estate sales have slowed
considerably in 2006, 2007 and in 2008, Pinnacle's joint venture strategy with other developers, combined with its
successfully completed asset sales program (implemented 2003-2005) has significantly reduced its exposure to
this volatile sector. In 2006 and 2007, as expected, these operations contributed only modestly to consolidated
cash flows. Pinnacle anticipates continued weak real estate markets in 2008 and 2009

Regulatory Environment

Almost all of APS' operations are regulated which is generally viewed as positive for credit quality as regulated
cash flows tend to be more stable and predictable than those of unregulated companies. This key factor is
tempered somewhat by the historically challenging regulatory environrrient in Arizonan which Mc5ody's ranks as
below average for U.S. regulatory jurisdictions in terms of supportiveness or predictability and stability of regulated
cash flows

Ape' operations are regulated by the Acc, an elected commission that has tended to render its decisions after
prolonged consideration. Although regulatory lag remains a significant concern, recent decisions with regards to
costs for fuel and purchased power and transmission, and certain growth related expenditures should reduce the
time to recover some of these items

General Regulatory Lag

APS' rate case activity is illustrative of an environment where there has tended to be below average assurance of
timely recovery of costs and the ability to ham a reasonable return on investment. APS' 2003 rate case was not
concluded until April 2005. and the increase received was less than half of the amount requested, the significant
delay and relatively modest allowed increase resulted in the need for APS to quickly file another rate case in
January 2006

APS' January 2008 rate case was decided somewhat more quickly with a decision rendered in June 2007 wherein
the utility received approximately three quarters of its requested increase; however, the allowed increase was
almost entirely related to increased costs for fuel and purchased power. of the $120 million requested for non-fuel
items, only $7 million was approved. As a result, APS filed another general late case as soon as practicable
based on a test year-ending September 2007. APS subsequently agreed with ACC Staff to re-file its rate increase
request based on a test yearending December 2007. Given the amount of time generally required to decide rate
cases in Arizona, Moody's estimates that new rates will not be implemented until the latter part of 2009

Reduced Regulatory Lag for Certain items

The ACC's June 2007 decision included a significantly improved mechanism for the recovery of fuel and
purchased power costs, incorporating a forward estimate of fuel costs in addition to the continued recovery of past
deferrals. Fuel and purchased power costs have been among Ape' most volatile operating expenses and Moody's
views the ACC's recent approach to this problem as supportive of the utility's credit profile. However, we note that
APS fuel recovery factor remains subject to an annual cap, potentially delaying recoveries beyond a one-year true
up period, and subject to a 90/10 sharing mechanism wherein 10% of costs are not able to be recovered APS13052
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In June 2008, APS requested an interim base rate increase that would take effect upon expiration in July 2008 of a
surcharge being collected under the fuel clause adjustment mechanism. The request could potentially allow base
rate cost recovery, subject to refund, prior to the oompietion of the next general rate case. This could result in a
measure of rate stability as there could potentially be no immediate incremental increase to customers, and there
would likely ultimately be a smaller base rate increase. Since the ACC and interested parties needed more time to
consider this request, a decision is now expected late September to mid October. If implemented new rates could
be in place November 1 when lower winter rates go into effect, thereby allowing some degree of rate stability.
Moody's notes that the ACC has granted interim increases in the recent past. Moody's views mechanisms
designed to reduce the time required to remover a utility's costs, such as the requested interim base rate increase a
positive for credit quality.

In its June 2007 order, the ACC requested that APS propose mechanisms that could potentially allow growth to
pay for itself, rather than being paid by the current customer base. In February 2008, the ACC approved an
amendment to Aps' line extension schedule that should provide an almost immediate recovery of the cost of
certain growth related capital investment reducing the amount of external financing needed to support these
expenditures, Moody's views this revision as positive for credit, virtually eliminating the normal regulatory lag that
would otherwise be associated with seeking recovery of these expenditures.

In its 2005 order, the ACC authorized a transmission tracking adjustment (TCA) mechanism designed to allow
retail transmission charges to track those authorized by the FERC, The TCA was initially implemented in March
2008, and timely adjusted following an automatic adjustment in FERC transmission rates in June 2008.

§

Service Territory Growth Slowing

Growth in Aps' service territory has slowed significantly below the 4-5% level experienced in 2005 and 2006. in
2007, customer growth was approximately 3%; for the first quarter of 2008 customer growth slowed to 2% and is
not expected to return to historical heights over the near-to-medium term. Although, a growing customer base can
provide a source of increased revenue, assuming timely recovery of increased growth related investment and
increased costs for fuel and purchased power, it also has resulted in a continuing need for capital investment and
regulatory relief. The stable outlook assumes APS wilt continue to take a balanced approach with regards to the
funding of its capital expenditures. Moody's also believes a sustained period of slower growth could potentially
temper APS need for capital investment which could reduce its financing requirements.

5
.E
3
.I

Real Estate Exposure

SucCor Development Company (SunCor), Pinnacle's real estate development subsidiary, is exposed to the
volatility inherent in the western real estate markets, however, currently this exposure is relatively modest. In 2005,
SunCor completed the last phase of a three year accelerated asset sales program during which time it sent
meaningful ($50-100 million per year) dividends to Pinnacle. In 2006 and 2007, SunCor sent Pinnacle a dividend of
approximately $10 million. in 2008, only modest, if any, dividends are anticipated from SunCor which has been
impacted by the general slowdown in the real estate market and lower residential sales. SunCor's commercial
sales remained stronger than residential sales, however, several anticipated 2007 closings, including an office
tower at Hayden Ferry Lakeside. were delayed due to conditions in the credit markets. SunCor successfully closed
the Haden Ferry Lakeside transaction in June 2008.

SunCor mitigates its exposure to the more volatile aspects of the sector by developing its investments via joint
ventures with participating land owners. The company's strategy involves generally making only modest
investments until sales agreements are in place. In 2007, SunCor contributed approximately $24 million to
Pinnacle's consolidated net income, versus approximately $60 million in 2006, and $55 million in 2005. In 2008,
only minimal, if any, earnings are anticipated from SunCor. The subsidiary is not expected to be a significant driver
of consolidated earnings or cash flow over the near-to-medium term. SunCor is also not expected to require any
additional investment from Pinnacle as the subsidiary is expected to continue to self-fund its investments and has
its own non-recourse credit facilities in place.

Financial Metrics

i
l

In 2004 and 2005, Pinnacle's key financial metrics reflected the fact that APS had been unable to recover
increased costs for fuel and purchased power on a timely basis. For example, the ratio cf cash from operations
prior to changes in working capital (CFO pre-WC) to adjusted debt (incorporating Moody's standard analytic
adjustments) dropped into the mid-teens in 2004 and 2005 then moving to the upper-teens in 2006 and 2007, as
fuel recovery improved. These recent ratios are toward the middle of the 13% to 25% range identified in Moody's
Rating Methodology for Global Regulated Electric Utilities for Baa rated utility companies within the medium risk
category. Given Pinnacle's position toward the mid-tdupper end of the medium business risk category, these
metrics are consistent with its Baan rating. Cash flow creditmetrics are expected to remain in that range over the

3
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near-to-medium term, reflecting more timely cost recovery of certain items at APS and assuming capital
expenditures are financed in a manner that is also supportive of Pinnacle's cun'ent financial strength and flexibility
In general, Moody's would look for Pinnacle to have financial metrics that are somewhat stronger than comparably
rated utility parent companies that operate in more supportive regulatory environments and that have a lower level
of overall business risk

Liquidity Profile

As a holding company, Pinnacle's primary source of liquidity is the dividends it receives from its operating
subsidiaries, primarily its utility subsidiary, APS. In 2006 and 2007, subsidiary dividends of approximately $180
million covered approximately 77% of Pinnacle's overhead costs, parent level interest expenses of approximately
$17 million and common stock dividends of approximately $210 million

While the dividends Pinnacle receives from SucCor have decreased oonslderably from approximately $100 million
in 2003 to $10 million in 2006 and 2007, the annual dividends it receives from APS have been very stable at $170
million per year. Moody's expects APS' dividends are likely to remain near this level in 2008 and over the medium

Pinnacle's $250 million commercial paper program is supported by a $300 million revolving credit facility that
expires December 2010. As of March 31, 2008, Pinnacle had approximately $145 million of commercial paper
outstanding, APS also has its own $250 million commercial paper program that is supported by two of its own
committed lines of credit totaling $900 million, a $400 million line that expires in December 2010 and a $500 million
line that expires in September 2011. As of March 31, 2008, APS had approximately $100 million of borrowings
under its credit facilities. Overall availability under these credit facilities was $796 million, of which $90 million was
back-stopping commercial paper outstanding

The credit agreements for both Pinnacle and APS have one financial covenant that requires the ratio of debt to
total capitalization not to exceed 85%. At March 31, 2008, total debt to total capitalization was approximately 51%
for Pinnacle and 47% for APS. None of the credit agreements for Pinnacle or APS require a Material Adverse
Change (MAC) representation for revolver borrowings_or rating tfieeefs for.early repayment though interest costs
may increase under various financing agreements if a downgrade occurs. SunCor has its own $150 million
secured revolving facility that terminates in December 2008, under which there was approximately $85 million
outstanding as of December 2007. SucCor also had some, primarily two-year, construction loans aggregating
under $150 million due primarily in 2008 and 2009. The SunCor loans and revolver are secured by specific
interests in land, commercial properties, land contracts and/or homes under construction and are non-recourse to
Pinnacle

On a consolidated basis, capital expenditures in 2008 are expected to be approximately $1 billion, with
approximately $50 million at SunCor. APS iS expected to finance its capital expenditures from internal and external
sources, including equity infusions from Pinnacle. SunCor is expected to finance its capital expenditures via a
combination of its own operating cash flow and external financing

Long-term debt at the Pinnacle parent level is limited to a $175 mi!1ion of 591% senior notes due February 2011

Pinnacle's Prime-3 rating for its short-term obligations assumes that the company will manage the amount of
commercial paper and other near term obligations outstanding within the limits of its readily available sources of
cash, including its committed bank audit facilities

Rating Outlook

The stable outlook for Pinnacle reflects the nature of APS' predominately regulated cash flows and Moody's view
that its improved cash flow financial metrics are likely to be sustainable. The outlook assumes Ape' will be
reasonably successful in managing its regulatory relationships and that capital expenditures will be financed in e
balanced manner with a goal of maintaining or improving Pinnacle's current position of financial strength

What Could Change the Rating - Up

Pinnacle' rating is not likely to be revised upward in the near-to-medium term. Longer term, if there to be an
increase in supportive regulatory treatment at APS resulting in material, timely rate increases. or if there were to be
material reductions in costs or leverage such that Moody's could anticipate key financial ratios improving
significantly #om their current levels, if for example, a ratio of CFO pre -WC / debt could be maintained in the low
seventy percent range APS13052
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Rating As As A A Baa Baa Ba Ba

Level of Business Risk Medium Low Medium Low Medium Low Medium Low
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CFO pre-W/C - Dividends to Debt (%) [11

Total Debt to Book Capitalization (%)

Pinnacle West Capital Corporation

A downgrade could result if Palo Verde experiences an extended outage and APS is unable to recover, in a timely
manner, higher maintenance and purchased power mosts, or if Ape' regulatory lag for capital spending becomes
more pronounced. A downgrade could result if Moody's expects a sustained weakening of financial metrics, if for
example, the ratio of CFO pre -WC / debt would remain below the mid-teens for an extended period. A downgrade
could also result if there were to be an increase in Pinnacle's consolidated business risk profile, if for example, it
were to materially increase its investment in, or its commitments to its more volatile, non-regulated operations
including SunCor

© Copyright 2008, Moody's Investors Service, Inc. and/or its licensors inducing Moody's Assurance Company, Inc
(together, "MOODY'S"). All rights resewed

What Could Change the Rating - Down

[1] CFO pre-W/C, which is also referred to as FFO in the Global Regulated Electric Utilities Rating Methodology, is
equal to net cash flow from operations less net changes in working capital items

Pinnacle West Capital Corporation
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A .TUST AND REASONABLE RATE OF RETURN
E-01345A-08~0 I72

JULY 31. 2008

Staff Interim 2.59 Net cash flow to capital expenditures. (a) Provide all information
related to the portion of its net cash flow to total capital expenditures
for 2008 and 2009 that APS has. (b) Please provide estimates of net
cash flow to total capital expenditures under the following scenarios
$115 million of interim rates effective 11/15/08, and assuming
respectively that APS were to be granted permanent rates by October
1, 2009 at each of the following: (1) 100% of APS's request $278; (2)
75% of that permanent rate request; (3) 50% of that permanent rate
request; (4) 41% of the permanent rate request; and (4) 25% of the
permanent rate request. (c) Please provide estimates of net cash flow
to total capital expenditures under the following scenarios, one-half of
the $115 million of interim rates effective ll/15/08, and assuming
respectively that APS were to he granted permanent rates by October
l, 2009 at each of the following: (1) 100% of APS's request $278, (2)
75% of that permanent rate request, (3) 50% of that permanent rate
request; (4) 41% of the permanent rate request; and (4) 25% of the
permanent rate request. (d) Please provide estimates of net cash flow
to total capital expenditures under the following scenarios, none of the
$115 million of interim rates effective 11/15/08, and assuming
respectively that APS were to be granted permanent rates by October
1, 2009 at each of the following: (1) 100% of APS's request $278; (2)
75% of that permanent rate request; (3) 50% of that permanent rate
request; (4) 41% of the permanent rate request; and (4) 25% of the
permanent rate request. (e) Please include Excel tiles electronically
for the calculations provided in response to parts a-d, above

Supplemental Response

As indicated in APS's initial response, APS and Staff agrced that APS
would provide six of the scenarios requested. Attached hereto as
APS]3349 is a summary of the supplemental response, and attached as
APSl3350 through APS13355 are the detail calculations of these
scenarios in Excel format

Second Supplemental Response

Staff requested and APS agreed to provide four more of the scenarios
requested. Attached hereto as APSI3356 is a summary of all 10 cues
APS has provided, and attached as APSl3357 through APSl3360 are
the detailed calculations of the four additional scenarios in Excel
format

Witness DonaldBrandt
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0I72

JULY 31. 2008

Staff lnterim 2.60 FFO/Debt. (a) Provide all information related to the portion of its
FFO/Debt for 2008 and 2009 that APS has. (b) Please provide
estimates of FFo/Debt under the following scenarios, $115 million of
interim rates effective 11/15/08, and assuming respectively that APS
were to be granted permanent rates by October l, 2009 at each of the
fol lowing: (1) 100% of  APS's request $278; (2) 75% of  that
permanent rate request; (3) 50% of that permanent rate request; (4)
41% of the permanent rate request; and (4) 25% of the permanent rate
request. (c) PleaSe' provide estirriates of FFo/Debt under the following
scenarios, one-half of the $115 million of interim rates effective
11/15/08, and assuming respectively that APS were to be granted
permanent rates by October 1, 2009 at each of the following: (1) 100%
of APS's request $278; (2) 75% of that permanent rate request, (3)
50% of that permanent rate request; (4) 41% of the permanent rate
request; and (4)25% of the permanent rate request. (d) Please provide
estimates of FFO/Debt under the following scenarios, none of the $115
million of interim rates effective 11/15/08, and assuming respectively
that APS were to be granted permanent rates by October 1, 2009 at
each of the following: (1) 100% of APS's request $278; (2) 75% of
that permanent rate request, (3) 50% of that permanent rate request
(4) 41% of the permanent rate request; and (4) 25% of the permanent
rate request. (e) Please include Excel files electronically for the
calculations provided in response to parts a-d, above

Supplemental Response

See APS's supplemental response to Staff Interim 2.59

Second Supplemented Response

See APS's second supplemental response to Staff Interim 2.59

Witness Donald Brandt
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U...S Utilities Ratings Anlualys.is NEW Pcirtrayed In
The S88P 'Corporate Ratings Matrix1

The electric, gas, and water  ut i l i t y ratings ranking lists publ ished today by Standard AC Poor's U.S. Uti l i t ies 66

lnfrastruaure Rat ings pract ice are categorized under the business risk/financial risk matrix used by the Corporate

Rat ings group. This is designed to present our rating conclusions in a c lear and standardized manner across all

ootporate sectors.  Incorporat ing utility ratings into a shared framework to communicate the fundamcntd credit

analysis of a company furthers the goals of traanaparency and comparabil ity in the ratings process. Table 1 shows the

Finandd Risk Prdila

Badnesskisk Prdile Minimal Modest Imamleins Aqgrassiwu Hiqlnlylevorqed

Excdlen!

Sarisfaciory BBB+

BBB-

BBB

BB+

Vuirelabie

The ut i l i t ies rat ing methodology remains unchanged, and the use of  the corporate risk matrix  has not  res i ted in any
changes to ratings or outlooks. The same five favors that we analyzed to produce a business risk score Lm the

famil iar 10-point scale are used in determining whether a ut i l i ty  possesses an "Excellent," "Strong," "Sat isfactory

Weak," or "Vulnerable" bus iness r isk  prof i le

Mark ers

O peratio ms

Competit iveness, and

Management

Regulated ut i l i t ies and holding companies that are ut i l i ty-focused virtual ly always fal l  in the upper range

( " Dent" or "Strong") of  business risk prof i les.  The def ining charaaerist ics of  most ut i1it ies-a legal ly def ined

service territory generally free of signif icant competit ion, the provision of an essential or near-essential service, and

the presence of  regulators that have an abiding interest  in support ing a healthy ut i l i ty  f inancial prof i le--underpin t ic

business risk profiles o f the electric, gas, and water ut i i l

As the matrix concisely i l lustrates, the business risk prof i le loosely daermines the level of f inancial risk appropriate

for any given rat ing. Financial risk is analyzed both quali tat ively and quant i tat ively,  mainly with f inancial rat ios and

other metrics that are calculated after various analyt ical adjustments are performed on f inancial statements prepared

under GAAP. Financial risk is assessed for uti l i t ies using, in part, the indicative ratio ranges in table 2

Standard BC Poor's Ratingsllirect | Nuvem ber30, 2007
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U.S. Utilities Ratings Analysis Now Portrayed In The SCWP Corporate Ratings Marrtc

(Fully aqldd, himoricully demolatrnld, mi sxpeaal to eonideutly aodnuc)

Deb! lavage

Goon nu/eavitdi (so(F-Foméhtl nu (FFOlimu°=d (xi

Highly leveraged Bglgw 15 2.5 or less

The indicative ranges for utilities differ soinewha from the guidelines used for their unregulated counterparts

because of several factors that distinguish the finandd policy and proiiie of regulated entities. Utilities tend to

finance with long-maturity capital and Fixed rates. Financial performance is typically more uniform over time

avoiding the volatility of unregulated industrial entities. Also, utilities fare comparatively well in many of the

less-quantitative aspects -of financial risk. Financial flexibility is generally quite robust, given good access to capital

ample short-term liquidity, and the like. Utilities that exhibit such favorable credit characteristics will often see

ratings based on the more accommodative end of the indicative ratio ranges, cspedally when the company's business

risk profile is solidly within its category. Converscly, a utility that follows an atypical financial policy or manages its

balance sheet 'ass conservatively, or fails along the lower end of its business risk designation, would have to

demonstrate as ability to achieve financial metrics along the more stringent end of the ratio raogcs to reach a given

rating

Note tea: ever after we assign a company a bus'mcss risk and financial risk, the committee does not arrive by rote at
a rating be sea on the matrix. The matrix is a guide-it is not intended to convey precision in the ratings process or
reduce the decision to plotting interseaions on a graph..Many small positives and negatives that affect credit quality
can lead a committee ro a different conclusion than what in indicated in the matrix. Most outcomes will fall within
one notch on either side of the indicated rating. Larger exceptions for utilities would typically involve the idluencc
of related unregulated entities or extraordinary disruptions in the regulatory environment

W e will use the matrix, the ranking list, and individual company reports to communicate the relative position of a

company within its business risk poor group and the other factors that produce the ratings

wwwstaadandaldpooracolnlntingalirect
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For the most complete and up-to-date ratings criteria, please visit
Standard & Poor's Web site at www.corporatecriteria.standardandpoors.com
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To Our Clients

tankard 86 Poor's Ratings Services' criteria publications represent our

endeavor to convey the thought processes and methodologies employed

in determining Standard 86 Poor's ratings. They describe both the quantity

five and qualitative aspects of the analysis. We believe our rating product

has the most value if users appreciate all that has gone into producing the

letter symbols

Bear in mind, however, that a rating is, in the end, an opinion. The rating

assignment is as much an art as it is a science

9~4~
Solomon B. Samson
Chief Rating Officer, Corporate Ratings

Standard & Poor's * Corporate Ratings Criteria 2008

APS12977
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Analytical Contacts
Solomon B. Samson

Nev York (1) 212-438-7653

Nari Bukspan

Nev York (1) 212-438-1792

Emmanuel Dubois-Pelerin

Paris (33) 1-4420-5673

Published by Standard 84 Poor's, a Division of The McGraw-Hill Companies, Inc. Executive offices: 1221 Avenue of the Americas

New York, NY 10020, Editorial offices: 55 Water Street, New York, NY 10041. Subscriber services; (il212-438-7280. Copyright ©
2008 by The McGraw-Hill Companies, inc. Reproduction in whole or in part prohibited except by permission. All rights reserved

information has been obtained by Standard 81 Po0r's from sources believed to be reliable. However, because of the possibility of

human or mechanical error by our sources, Standard & Po0r's or others, Standard & Poor's does not guarantee the accuracy

adequacy, or completeness of any information and is not responsible for any errors or omissions or the result obtained from the

use of such information

Standard & Poor's uses billing and contact data collected from subscribers for billing and order fulfillment purposes, and

occasionally to inform subscribers about products or sen/ices from Standard St Po0r's, our parent, The McGraw-Hill Companies

and reputable third parties that may be of interest to them. All subscriber billing and contact data collected is stored in a secure

database in the U.S. and access is limited to authorized persons. If you would prefer not to have your information used as

outlined in this notice, if you wish to review your information for accuracy, or for more information on our privacy practices

please call us at (1)212-438~7280 or write us at: privacy@standardandp00rs.com. For more information about The McGraw-Hill

Companies Privacy Policy please visit www.mcgraw-hill.c0m/privacy.html

Analytic services provided by Standard & Po0r's Ratings Services ("Ratings Services") are the result of separate activities designed ro

preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained herein are solely

statements of opinion and not statements of fact or recommendations to purchase, hold, or sell any securities or make any other

investment decisions. Accordingly any user of the information contained herein should not rely on any credit rating or other opinion

contained herein in making any investment decision. Ratings are based on information received by Ratings Services. Other divisions of

Standard & Po0r's may have information that is not available to Ratings Services, Standard & Po0r's has established policies and

procedures to maintain the confidentiality of non-public information received during the ratings process

Ratings Services receives compensation for its ratings, Such compensation is normally paid either by the issuers of such

securities or third parties participating in marketing the securities. While Standard bi Po0r's reserves the right to disseminate the

rating, it receives no payment for doing so, except for subscriptions to its publications. Additional information about our ratings

fees is available at vvww.standardandp00rs.com/usratingsfees

Permissions: To reprint, translate, or quote Standard 84 Po0r's publications, contact

Client Services, 55 Water Street, New York, NY 10041; (ii212438-9823, or by email to: research_request@standardandp00rs.com
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Standard 84 Poor's Ratings
And Their Role laThe
Financial Markets

tankard & Poor's Ratings Services traces its history back to

1860. It currently is the leading credit rating organization and

a major publisher of financial information and research services

on U.S. and foreign corporate and municipal debt obligations. We

now rate many trillions of dollars worth of bonds and other finan-

coal obligations of obligors in more than 50 countries. We rate and

monitor developments pertaining to these issues and issuers

from an office network based in 22 world financial centers.

Standard 86 Poor's was an independent, pub-
licly owned corporation until 1966, when all
of its common stock was acquired by
McGraw-Hill Inc., a major publishing compo

ny, Standard 86 Poor's is now a business unit
of McGraw-Hill. In matters of credit analysis
and ratings, Standard 86 Poor's Credit Market
Services operates entirely independently of
McGraw-Hill. Other units of Standard 86
Poor's provide investment, financial, and trad-
ing information, data, and analyses-includ-
ing on equity securities-but operate

separately from the ratings group. Standard 8:
Poor's operates with no government mandate
and is independent of any investment banking

company, bank, or similar organization.

What  Is  Standard 8:  Poor 's?

We are an organization of professionals that
provides analytical services-high-quality,
objective, value-added analytical informa-
tion-to the world's financial markets.

We operate under the core values of:
Independence;
Objectivity;
Credibility; and
Disclosure.
Our recognition as a rating agency ulti-

mately depends on investors' willingness to
accept our judgment. We believe it is impor-
tant that all of our ratings users understand
how we arrive at those ratings, and we regt
Farly publish ratings research and detailed
reports on ratings criteria and methodology.

We began rating the debt of corporate and
government issuers decades ago. Our credit
rating criteria and methodology have grown

in sophistication to keep pace with a more
dynamic world, and the introduction of new
financial products. For example, Standard ac
Poor's was the first major rating agency to

assess the credit quality of, and assign credit
ratings ro, the claims-paying ability of insur-
ance companies (1971); financial guarantees
(1971); 1nortgage~backed bonds (1975);

Standard & Poor's i Corporate Ratings Criteria 2008 1
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Standard & Poor's Ratings-AndTheir Role In The Financial Markets

mutual funds (1983); asset-backed securities

(1985); and secured loan recovery (2003).
Over the years, these credit ratings have

achieved wide investor acceptance as easily
usable tools for differentiating credit quality.

affect on the rating, including operating and
financial plans and management policies. The
meeting also helps analysts develop the quali-

tative assessment of management itself, an
important factor in many rating decisions.

Following this review and discussion, a rat-

ing committee meeting is convened. At the
meeting, the committee discusses the lead
analyst's recommendation and the facts and
expectations supporting the rating. Finally,
the voting members of the committee vote on
the recommendation.

The issuer subsequently is notified of the
rating and the major considerations support-
ing it. A rating can be appealed prior to its
publication-if meaningful new or addition-
al information is to be presented by the
issuer. Obviously, there is no guarantee that
any new information will alter the rating
committee's decision.

Once a final rating is assigned, it is dissem-

inated to the public via RatingsDirect,
S8cRcom, and the news media, together with

the rationale and other commentary.
In the U.S., Standard 86 Poor's assigns and

publishes its ratings irrespective of issuer

request, if the financing is a public deal. In
the case of private transactions, the company
has publication rights. In most markets out-

side the U.S., ratings are assigned only on
request, so the company can choose to make

its rating public or to keep it confidential.
(Confidential ratings are disclosed by us only
to parties designated by the rated entity.)

The Rating Process
Has Many Facets
Many of the practices described here are gov-
erned by specific statements of policy, which
can be located on sandp.com/Ratings/Form
NRSRO/Exhibits 2, 3, and 7.

Standard 86 Poor's provides ratings only
when there is adequate information available
to form a credible opinion, and only after
applicable quantitative, qualitative, and legal
analyses are performed. The analytical frame-
work is divided into several categories to
ensure that salient qualitative and quantita-
tive issues are considered. For example,
regarding industrial companies, the qualita-

tive categories are oriented to business analy-
sis, such as the company's competitiveness
within its industry and the caliber of manage-
ment; the quantitative categories relate to

financial risk.
The rating process is not limited to an

examination of various financial measures.
Proper assessment of credit quality for an
industrial company includes a thorough
review of business fundamentals, including
industry prospects for growth and vulnerability
to technological change, labor unrest, or reg-
ulatory actions. (Other sectors emphasize fac-
tors that are especially relevant to entities in
that sector. For example, public finance rat-
ings involve an evaluation of the basic under-
lying economic strength of the public entity,
as well as the effectiveness of the governing
process to address problems. In financial

institutions, the reputation of the bank or
company may have an impact on the future
financial performance and the institution's
ability to repay its obligations.)

We assemble a team of analysts with appro-
priate expertise to review information perti-

nent to the rating. A lead analyst is responsible
for conducting the analysis and coordinating
the rating process. Members of the analytical

team meet with the rated entity's management
to review, in detail, key factors that could

Surveillance And
Review Are Ongoing
All ratings are monitored, including continual
review of new financial or economic informa-
tion. Our surveillance is ongoing, meaning we
staying abreast of all current developments.
Moreover, it is routine to schedule annual
review meetings with management, even in
the absence of the issuance of new obliga-
tions or apparent reason to question the

extant rating or outlook. These meetings
enable analysts to discuss potential problem

areas and be apprised of any changes in the
issuer's plans.

As a result of the surveillance process, it is
sometimes necessary to reassess the rating or

8 wvvw.corporatecriteria.standardandpoors.com
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outlook. The lead analyst initiates a review,
conducted in a similar fashion to the initial
rating assignment process. In the interim, we
place the ratings on CreditWatch, if we believe

the likelihood of a rating change is sufficiently
high. The review entails a comprehensive

analysis-including, if warranted, a meeting
with management--and a presentation to a
rating committee. The rating committee evalu-
ates die circumstances, arrives at decisions on
ratings and outlooks, notifies the issuer, and
entertains an appeal, if one is made (and meets
our policy for accepting appeals). After this
process, all ratings and outlooks-whether
changed or affirmed-are announced.

Some companies go one step further, incor-

porating specific rating objectives as corpo-
rate goals. Indeed, earning an 'A' rating, or at
least an investment-grade rating, affords com-
panies a measure of flexibility and may be
worthwhile as part of an overall financial
strategy. Beyond that, we do not encourage
companies to manage themselves with an eye

toward a specific rating. The more appropri-
ate approach is to operate for the good of the
business as management sees it and to let the
rating follow. Ironically, managing for a very
high rating can sometimes be inconsistent
with the company's ultimate best interests,
if it means being overly conservative and
forgoing opportunities.

Issuers' Use Of Ratings
It is common for companies to structure
financing transactions to reflect rating criteria
so they qualify for higher ratings. However,
the actual structuring of a given issue is the
exclusive function and responsibility of an
issuer and its advisors. We develop and pub~

fish criteria as new financing alternatives are
proposed. We will also react to a proposed
financing, apply and interpret criteria for a
type of issue, and outline the rating implica-

tions for the benefit of an issuer, underwriter,
bond counsel, or financial advisor-but we
do not function as an investment banker or

financial advisor. Adopting such a role ulti-
mately would impair the objectivity and cred-
ibility that are vital to our continued
performance as an independent rating agency.
Our guidance also is sought on sundry credit
quality issues that might affect the rating
opinion. For example, companies solicit our
view on hybrid preferred stock, the monetiza-
tion of assets, or other innovative financing
techniques before putting these into practice.
Nor is it uncommon for debt issuers to
undertake specific and sometimes significant
actions for the sake of maintaining their rat-
ings. For example, one large company faced a
downgrade of its 'A-1' commercial paper rat-

ing because of a growing component of
short-term, floating~rate debt. To keep its rat-
ing, the company chose to restructure its debt

maturity schedule in a way consistent with
our view of what was consistent with the
profile of an 'K rated credit.

Severa3 Types Of Credit Ratings
A Standard 86 Poor's credit rating is our
opinion of the general creditworthiness of an
obligor (issuer credit ratinycorporate credit
rating), or the credit risk associated with a
particular debt security or other financial

obligation (issue rating).
A rating docs not constitute a recommen-

dation to purchase, sell, or hold a particular
security. In addition, a rating does not com-
ment on the liquidity of the rated instru-
ment-or any other element affecting
suitability of an investment for a particular
investor (including currency, interest rate, and

prepayment risk).
Credit ratings are based on information fur-

nished by the obligors or obtained by us from
other sources we consider reliable. Although
we look at information we receive with a crit~
kcal eye, we do not perform any kind of audit
(of financial statements or transactions) in
connection with any credit rating--and may,
on occasion, rely on unaudited financial infor-

mation. Credit ratings may be changed, sus-
pended, or withdrawn as a result of changes
in, or unavailability of, such information.

We maintain separate and well-established
rating scales for long~term and short-term
instruments. (A separate scale for preferred

stock was integrated with the debt scale in
February 1999. There is an additional scale
exclusively for medium-term municipal notes,)

In non-'AAA' transfer and convertibility
(T8CC) zones, we assign both foreign- and

Standard & Poor's ll Corporate Ratings Criteria 2008 g
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Standard & Poor's Ratings-AndTheir Role In The Financial Markets

local-currency issuer credit ratings. We also
have introduced several national scale ratings,

applicable in specific countries, and recovery
ratings, which opine on loss given default

Long-term credit ratings are divided into
several categories, ranging from 'AAA'
reflecting the strongest credit quality-to 'D
reflecting the lowest. Long-term ratings from

AA' to 'CCC' may be modified by the Addi
son of a plus or minus sign to show relative

standing within the major rating categories
A short-term credit rating is an assessment

of an issuer's credit quality with respect to an
instrument considered short term in the tele
vent market. Short-term ratings range from
A-1', for the highest~quality obligations, to
D', for the lowest. The 'A~1' rating may also

be modified by a plus sign to distinguish the
strongest credits in that category

Issuer Credit Ratings

variety of financial and commercial purposes
such as negotiating long-term leases or mini
mining the need for a letter of credit for yen
does. If the credit rating is not assigned in

conjunction with a rated public financing, the
company can choose to make its rating public
or to keep it confidential

Credit ratings can be either long or short
term. Short-term ratings are assigned to those
obligations considered short term in the tele
vent market. In the U.S., for example, that
means obligations with an original maturity
of no more than 365 days, including com
mercia paper. Commercial paper ratings per
rain to the program established to sell these
notes. There is limited review of individual
notes. Nonetheless, such program ratings
characterize the notes as "rated paper

Short-term ratings also are used to indicate
the creditworthiness of an obligor with
respect to put features on long-term obliger
sons. The result is a dual rating, in which

the short~term rating addresses the put tea
tore in addition to the usual long-term rat
in. Medium-term notes (MTNs) are
assigned long-term ratings. A rating is
assigned to the MTN program and, subset
quently, to individual notes, as they are idem

tiffed-and as applicable (in terms of tenor
seniority, and currency)

W e provide issuer credit ratings-an opinion
of the obligor's overall capacity and willing
ness to meet its financial obligations as they

due-whether rated or not. Default
any of these leads co an issuer rating of 'D
or 'SD' (see Definitions, page 11)

However, if  payment is withheld due to
disputes (as may pertain to operating or
lease obligations), we do not deem this to

default. Our issuer credit rating is not
specific to any particular financial obliger
son. because it does not take into account

the specific nature or provisions of any par
ticular obligation. Such ratings do not take
into account recovery prospects or statutory
or regulatory preferences, nor do they take
into account the creditworthiness of guarani
tors. insurers. or other forms of credit
enhancement that may pertain to a specific
obligation. (However, when we believe that
support f rom a third party-such as an
af f iliate or government-would benef it the

issuer in ways that make the overall risk of
default more remote, such support is fac
toted into the rating.)

Counterparty ratings, corporate credit rat

inks, and sovereign credit ratings are all forms
of issuer credit ratings. Because a corporate
credit rating provides an overall assessment of
a company's creditworthiness, it is used for a

Issue-Specific Credit Ratings
Our issue credit rating is a current opinion of
the credit risk pertaining to a specific financial
obligation, a specific class of financial obliger
sons, or a specific financial program. This

opinion reflects, where applicable, the credit
worthiness of guarantors, insurers, or other
forms of credit enhancement on the obliger
son, and takes into account statutory and

regulatory preferences. On a global basis
Standard 86 Poor's issue credit rating criteria
have long identified the added country-risk
factors that give external debt a higher default
probability than domestic obligations. (In

1992. we revised our criteria to define enter
pal rather than domestic obligations by cur

ency instead of by market of issuance. This
led to the adoption of the local currency/for

eign currency nomenclatures for issue credit
ratings.) Because rating coverage now has

www.corporatecriteria.standardandpoors.com
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expanded ro a growing range of emerging
market countries, and because Organisation
for Economic Co-operation and Development
(OECD)-based companies increasingly have

expanded to emerging markets, the analysis of
political, economic, and monetary risk factors
are even more important

Long-term ratings definitions
AAA': An obligation rated 'AAA' has the
highest rating we assign. The obligor's capac
Ty to meet its financial commitment on the
obligation is extremely strong

AA': An obligation rated 'AA' differs from

the highest-rated obligations only to a small
degree. The obligor's capacity to meet its
financial commitment on the obligation is
very strong

A': An obligation rated 'A' is somewhat
more susceptible to the adverse effects of
changes in circumstances and economic con
editions than obligations in higher rated Cate
gorges. However, the obligor's capacity to
meet its financial commitment on the obliger
son is still strong

BBB': An obligation rated 'BBB' exhibits
adequate protection parameters. However
adverse economic conditions or changing cir
cumstances are more likely co lead to a weak
end capacity of the obligor to meet its
financial commitment on the obligation

Obligations rated 'BB', 'B', 'CCC', 'CC
and 'C' are regarded as having significant
speculative characteristics. 'BB' indicates the
least degree of speculation, and 'C' the high

est. While such obligations likely will have
some quality and protective characteristics
these may be outweighed by large uncertain
ties or major exposure to adverse conditions

BB': An obligation rated 'BB' is less vii
arable to nonpayment than other specula
five issues. However, it faces major ongoing
uncertainties or exposure to adverse busy
ness. financial. or economic conditions that
could lead to the obligor's inadequate
capacity to meet its financial commitment
on the obligation

B': An obligation rated 'B' is more vulnera
be to nonpayment than obligations rated 'BB
but the obligor currently has the capacity to
meet its financial commitment on the obliger
son. Adverse business_ financial. or economic

conditions likely will impair the obligor's
capacity or willingness to meet its financial
commitment on the obligation

CCC: An obligation rated 'CCC' is vol

arable to nonpayment within one year, and
depends on favorable business, financial, and
economic conditions for the obligor to meet
its financial commitment on the obligation

Definitions
Our long-term issue ratings ('AAN through
D') are assigned to notes, note programs
certificate of deposit programs, bank loans
bonds and debentures; shelf registrations
(preliminary), equipment trust certificates
and preferred stock and other hybrid secure
ties. Debt types include secured, senior use
cured, subordinated, junior subordinated
and deferrable payment debt

Short-term issue ratings ('A-1+' through
D') apply to commercial paper programs
and put bonds. (The rating type is deter
mined by the initial tenor; once a long-term
rating is applied, the approach of the math
city does not lead to re-rating with a short
term rating.)

Issue and issuer credit ratings use the
identical symbols, but the definitions do not
completely correspond to each other: Issuer

ratings-and short-term issue ratings
reflect only the risk of default, but long~terrn
issue ratings also incorporate a view of loss
given default (either via a specific recovery
analysis or by reflecting relative position of
the obligation in the event of bankruptcy
reorganization, or other arrangement under
the laws of bankruptcy and other laws
affecting creditors' rights.)

junior obligations typically are rated lower
than the issuer credit rating, to reflect the
lower priority in bankruptcy, as noted above
Debt that provides good prospects for ult
mate recovery, such as well-secured debt, is
rated higher than the issuer credit rating

Recovery ratings ('1+' through '6') are our
opinion of a specific issue's prospects regard-

ing loss given default. We generally assign
these ratings to the debt of speculative-grade
companies. Wherever we assign a recovery

rating, that rating forms the basis for notch
in the issue credit rating relative to the

issuer rating

Standard & Poor's I Corporate Ratings Criteria 2008
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Standard & Poor's Ratings-And Their Role In The Financial Markets

I

assigned when an issuer can be expected to

default selectively, i.e., continue ro pay cer-
tain issues or classes of obligations while not
paying others. This fact pattern normally is
associated with sovereign government
defaults. In the corporate context, selective

default might apply when a company con-
ducts a distressed or coercive exchange with

respect to one or some issues, while intend-
ing to honor its obligations regarding other
issues. (In fact, it is not unusual for a compa-
ny to launch such an offer precisely with
such a strategy-to restructure part of its
debt to keep the company solvent.)
Nonpayment of a financial obligation subject
to a bona fide commercial dispute or a
missed preferred stock dividend does not
cause the issuer credit rating to be changed.

Plus (+) or minus (-): The ratings from
'AA' to 'CCC' may be modified by the addi-
tion of a plus or minus sign to show relative
standing within the major rating categories.
In 1994, we introduced a symbol to be
added to an issue credit rating when the
instrument could have significant non-credit
risk. The 'r' was added to such instruments

as interest-only strips, inverse floaters, and
instruments that pay non-fixed amounts at
maturity, e.g., amounts based the value of a
particular equity or a currency or stock
index. The 'r' was intended to alert investors
to non-credit risks and emphasizes that an
issue credit rating addressed only the credit
quality of the obligation; it was discontinued
in July 2000.

In the event of adverse business, financial, or
economic conditions, the obligor is unlikely
to have the capacity to meet its financial
commitment on the obligation.

'CC': An obligation rated 'CC' currently is
highly vulnerable to nonpayment.

'C': The 'C' rating is also used when a

bankruptcy petition has been filed or similar
action has been taken but payments on this
obligation are being continued. 'C' is also
used for a preferred stock that is in arrears
(as well as for junior debt of issuers rated
'CCC-' and 'CC').

'D': Default; 'SD': Selective default. The 'D'
and 'SD' ratings, unlike other ratings, are not
prospective; rather, they are used only when a
default actually has occurred-not when
default is only expected.

Standard 86 Poor's changes ratings to 'D'-

On the day an interest and/or principal
payment is due and is not paid. An excep-
tion is made if the instrument provides for

a grace period and we believe a payment
will be made within that period, in which
case the rating can be maintained;

l Upon voluntary bankruptcy filing or simi-
lar action. (An exception is made for a
specific issue if we expect debt-service

payments will continue to be made on that
issue.) In the absence of a payment default
or bankruptcy filing, a technical default

(e.g., covenant violation) is not sufficient
for assigning a 'D' rating;
Upon completion of a distressed
exchange offer, whereby some or all of an
issue is either repurchased for an amount
of cash or replaced by other securities
having a total value that clearly is less
than par (even though the offer is well in
excess of the security's current market
price); or,

l In the case of ratings on preferred stock or

deferrable payment securities, upon non-
payment of the dividend or deferral of the
interest payment.
With respect to issuer credit ratings (i.e.,

corporate credit ratings, counterparty rat-
ings, and sovereign ratings), failure to pay

any financial obligation-rated or unrated-
leads to either a 'D' or 'SD' rating.
Ordinarily, an issuer's distress leads to gener-

al default, and the rating is 'D'. 'SD' is

Short-term ratings definitions
'A-1': A short~term obligation rated 'A-1' is
in the highest category we rate. The obligor's
capacity to meet its financial commitment on
the obligation is strong. Within this category,
certain obligations are designated with a plus

sign (+). This indicates that the obligor's
capacity to meet its financial commitment on
these obligations is extremely strong.

'A-2': A short~term obligation rated 'A-2' is

somewhat more susceptible to the adverse
effects of changes in circumstances and eco-
nomic conditions than obligations in higher

rating categories. However, the obligor's
capacity to meet its financial commitment
on the obligation is satisfactory.

12 www.corporatecriteria.standardandpoors.com
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Dotted lines indicate combinations that are highly unusual

A-3': A short-term obligation rated 'A-3

exhibits adequate protection parameters
However. adverse economic conditions or
changing circumstances are more likely to lead

to a weakened capacity of the obligor to meet
its financial commitment on the obligation

B': A short-term obligation rated 'B' has

in our view, significant speculative character
istics. The obligor currently has the capacity

to meet its financial commitment on the obi
cation; however, it faces major ongoing

uncertainties that could lead to inadequate
capacity to meet its financial commitment on
the obligation. We expanded the 'B' short
term rating category in 2004 by dividing it
into 'B-1'_ 'B-2', and 'B-3

C': A shop~term obligation rated 'C' cur
renoly is vulnerable to nonpayment and
depends on favorable business, financial, and
economic conditions for the obligor to meet
its financial commitment on the obligation

D': The same as the long-term rating defy
notion for 'D

Investment-grade, short-term ratings are
highly correlated with long-term ratings
(see Commercial Paper chapter of this book)
Speculative-grade short-term ratings reflect
less constraint regarding linkage to

long-term ratings

Investment And Speculative Grades
A~3

'v

_

B~1

B-2

. \

The term "investment grade" originally was
used by various regulatory bodies ro connote
obligations eligible for investment by institu
sons such as banks, insurance companies

and savings and loan associations. Over
time, it gained widespread use throughout
the investment community. Issues rated in
our four highest categories-'AAA', 'AA', 'A'
and 'BBB'-generally are recognized as
investment grade. Debt rated 'BB' or below
generally is considered "speculative grade
(The term "junk bond" is merely an irrever
ant expression for this category of more risky
debt; "high-grade" and "high-yield" debt are

common terms, as well.) Nomenclature
aside. we take no view as to which securities

are worthy of investment. because an
investor with a particular risk preference
may appropriately invest in securities that
are not investment grade

Standard & Poor's I Corporate Ratings Criteria 2008 13
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Standard & Poor's Ratings-AndTheir Role In The Financial Markets

Ratings continue as a factor in many regt
lotions, both in the U.S. and abroad, notably
in Europe and Japan. For example, the SEC
requires investment-grade status in order to

register debt on Form-3, which, in turn, is
one way to offer debt via a Rule 415 shelf

registration. The Federal Reserve Board
allows members of the Federal Reserve
System to invest in securities rated in the
four highest categories, just as the Federal
Home Loan Bank System permits federally
chartered savings and loan associations to
invest in corporate debt with those ratings
and the Department of Labor allows pension
funds to invest in commercial paper rated in
one of the three highest categories. In similar
fashion, California regulates investments of
municipalities and county treasurers; Illinois
limits collateral acceptable for public
deposits; and Vermont restricts investments
of insurers and banks. The New York and
Philadelphia stock exchanges fix margin
requirements for mortgage securities depend
in on their ratings, and the securities hair
cut for commercial paper, debt securities
and preferred stock that determines net
capital requirements is also a function of the
ratings assigned

A local currency rating is our current open
ion of an obligor's overall capacity to genet
ate sufficient local currency resources to
meet its financial obligations (both foreign

and local currency), absent the risk of direct
sovereign intervention that may constrain
payment of foreign currency debt
Depending on the location of a company's
operations, such intervention could relate to
more than one government. Local currency
credit ratings are provided on our global
scale or on separate national scales, and may
be either issuer or specific issue credit rat
inks. Country or economic risk consider
sons factored into local-currency ratings

include the impact of government policies on
the obligor's business and financial environ
went, including factors such as the exchange
rate. interest rates. inflation. labor market
conditions, taxation, regulation, and infra
structure. However, the opinion does not
address transfer and other risks related to
direct sovereign intervention to prevent the

timely servicing of cross~border obligations
A foreign currency credit rating is our cur
rent opinion of an obligor's overall capacity

ro meet all financial obligations-including
its foreign-currency-denominated financial
obligations. Ir may take be either an issuer
or an issue credit rating. As in the case of
local currency credit ratings, a foreign cur
ency credit opinion on our global scale is

based on the obligor's individual credit

characteristics, including the influence of
country or economic risk factors. However.
unlike local currency ratings, a foreign cur
ency credit rating includes transfer and

other risks related to sovereign actions that

C u ire n cy
We devised two types or ratings in order to
comment on the risks associated with pay
went in currencies other than the entity's
home country. Such payments typically
are made outside the company's home
country, so the risks encompass both
transfer and convertibility

B cc/c
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may directly affect access to the foreign

exchange needed for timely servicing of the

rated obligation. Transfer and other direct

sovereign risks addressed in such ratings

include the likelihood of foreigmexchange

controls and the imposition of other restric-

tions on the repayment of foreign debt.

(See Analytical Methodology/Country Risk

section of this book for a discussion of the

relationship of these ratings to ratings on

the pertinent sovereign.)

National Scale Ratings
We produce national scale ratings in a num-
ber of countries across throughout the world.
These ratings are expressed with the tradi-
tional letter symbols, but the rating defini-
tions do not conform to those employed for
the global scale. The rating definitions of
each national scale and its correlation to
global scale ratings are unique, so there is no
basis for comparability across national scales.

CreditWatch Listings And
Rating Outlooks
Our ratings evaluate default risk over the life

of a debt issue, incorporating an assessment of

all future events to the extent they are known

or can be anticipated. But we also recognize

the potential for future performance to differ

from initial expectations. Rating outlooks and

CreditWatch listings address this possibility by

focusing on the scenarios that could result in a

rating change. Ratings (both issuer and issue

ratings) appear on CreditWatch when an event

or deviation from an expected trend has

occurred or is expected such that there is a sig~

nificant chance (roughly 50% or more) of

requiring a rating change, and additional

information is necessary to take a rating

action. For example, an issue is placed under

such special surveillance as the result of merg-

ers, recapitalizations, regulatory actions, or

unanticipated operating developments.

We attempt to resolve Credit\X7atch

reviews within 90 days, unless the outcome

of a specific event is still pending. A listing

does not mean a rating change is inevitable;

however, in some cases, it is certain that a

rating change will occur, and only the mag-

nitude of the change is unclear. In such sit~

nations, we immediately lower the

corporate credit rating to the highest-con~

livable outcome, or upgrade it to the low-

est-conceivable outcome, while also listing

the rating on CreditWatch for potential

additional actions. In those instances--and

generally, whenever possible-we comment

on the range of alternative ratings. An

issuer cannot automatically appeal a

CreditWatch listing, but our analysts are

sensitive co their concerns and the fairness

of the process.

Rating changes also can occur without the

issue appearing on CreditWatch beforehand.

In fact, if all necessary information is avail-

able, ratings should immediately be changed to

reflect the changed circumstances; there should

be no delay merely to signal via a CreditWatch

listing that a ratings change is to occur.

A rating outlook is assigned ro all long-

term debt issuers and assesses the potential

for an issuer rating change. Outlooks have a

longer time frame than CreditWatch listings-

typically, two years for investment~grade enti-

ties, and one year for speculative~grade

entities-and incorporate trends or risks with

less certain implications for credit quality.

(Ratings that are listed on CreditWatch, by

definition, have no assigned outlook.)

A negative, developing, or positive outlook

is not necessarily a precursor of a rating

change or a Credit\X/atch listing.

CreditWatch designations and outlooks may

be positive, meaning the rating may be

raised, or negative, meaning it may be low-

ered. Developing is used for those unusual

situations in which future events are so

unclear that the rating could be raised or

lowered. A stable outlook is assigned when

ratings likely will not be changed within the

applicable timeframe, but it should not be

confused with expected stability of the

company's financial performance. I

Standard & Poor's l Corporate Ratings Criteria 2008 15
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Our Rating Process

y est corporations approach us to request a rating prior to

I the sale or registration of a debt issue.That way, first-time

issuers can receive an indication of what rating to expect. Issuers

with rated debt outstanding also want to know in advance what

affect issuing additional debt will have on the ratings we already

have assigned. (As a matter of policy, in the U.S., we assign and

publish ratings for all public corporate debt issues over $100 mil-

lion-with or without a request from the issuer. In these cases, we

contact the issuer to elicit its cooperation.)

The analysts with the greatest relevant indus-
try/country expertise are assigned to evaluate
the credit and commence surveillance of the
company. Our analysts generally concentrate
on one or two industries, covering the entire
spectrum of credits within those industries.

Such specialization allows the analysts to
accumulate expertise and competitive infor-
mation better than if junk-bond issuers were
followed separately from high-grade issuers.
While one analyst takes the lead in following
a given issuer and typically handles day-to-
day contact, a team of experienced ana-

lysts---including a back-up analyst-is
always assigned to the rating relationship
with each issuer.

is to review in detail the company's key operat-
ing and financial plans, management policies,
and other credit factors that have an impact on

the rating. Management meetings are critical in
helping to reach a balanced assessment of a
company's circumstances and prospects.

Mee t i n g  W i t h  Managemen t
A meeting with corporate management is an

integral part of our rating process. The purpose

Participation
The company typically is represented by its
chief financial officer. The chief executive offi-

cer usually participates when strategic issues
are reviewed (usually the case at the initial
rating assignment). Operating executives often
present detailed information regarding busi-
ness segments. Outside advisors may be help-

ful in preparing an effective presentation. We
neither encourage nor discourage their use: It
is entirely up to management whether advi-
sors assist in the preparation for meetings,

and whether they attend the meetings.

16 www.corporatecriteria.standardandpoors.com
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Sch e d u i i n g
Management meetings usually are scheduled at
least several weeks in advance. to assure mute
al availability of the appropriate participants
and to allow adequate preparation time for
our analysts. In addition, if a rating is being
sought for a pending issuance, it is to the
issuer's advantage to allow about three weeks
following a meeting for us to complete the
review process. More time may be needed in
certain cases, if, for example, extensive review
of documentation is necessary. However
where special circumstances exist and a quick
turnaround is needed. we endeavor to meet
the requirements of the marketplace

if available, a draft registration statement
or offering memorandum, or equivalent
Apart from company~specific material, tele

vent industry information also is useful
While not mandatory, written presentations
by management often help provide a frame
work for the discussion. Such presentations
typically mirror the format of the meeting
discussion. as outlined below. Where a writ
ten presentation is prepared, it is particularly
useful for our team to review it in advance of
the meeting

There is no need to try to anticipate all
questions that might arise. If additional info
motion is necessary to clarify specific points
it can be provided subsequent to the meeting
In any case, our credit analysts generally will
have follow-up questions that arise as the
information covered at the management
meeting is further analyzed

Facility/Tours
Touring major facilities can be very helpful
for us to understand a company's business
However; it generally is not critical in assign
in a rating to a given company. Considering
the time constraints that typically arise in the
initial rating exercise, arranging facility tours
may not be feasible. As discussed below, such
tours may well be a useful part of the subset
Quent surveillance process

Confidentiality
A substantial portion of the information set
forth in company presentations is hight
sitive and is provided by the issuer to us sole
Ly for the purpose of arriving at ratings. Such
information is kept strictly confidential by the
ratings group, on a need~to~know basis
(Obviously, if information is known to us or
comes [O be known from other sources. the
company cannot expect us to treat this info
motion confidentially.) It is not to be used for
any other purpose, nor by any third party
including other Standard 86 Poor's units
Standard 86 Poor's maintains a "Chinese
Wall" between its rating activities and its
equity information services. Even if a public
rating is subsequently assigned, any rationales
or other information we publish about the
company will refer only to publicly available
corporate information. In the same vein, if
we change a rating or outlook based on con
evidential information received. we will take
pains to avoid disclosing that information
our published materials

P r e p a r i n g  F o r  M e e t i n g s
Corporate management should feel free to con
tact its designated Standard 86 Poor's credit Ana
last for guidance in advance of the meeting
regarding the particular areas that will be

hasized in Me analytic process. Published
ratings criteria, as well as industry commentary
and articles on peer companies, may also help
management appreciate the analytic perspective

Providing detailed, written lists of cues
sons tends to constrain spontaneity and arty

facially limit the scope of the meeting
Therefore, some of our practices prefer not to
do so, while other practices endeavor in other
ways to avoid such outcomes

We request that the company submit back
ground materials well in advance of the meet
in, (ideally, several sets), including

five years of audited annual financial
statements
the last several interim financial statements

I narrative descriptions of operations and
products; and

Conduct Of Meeting
In a typical meeting with issuer management
we typically address

industry environment and prospects

Standard 8:Poor's Corporate Ratings Criteria 2008
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Our Rating Process

n

an overview of major business segments

including operating statistics and compare
sons with competitors and industry norms
financial polices and financial performance

goals
distinctive accounting practices
projections, including income and cash flow
statements and balance sheets, together

with the underlying market and operating
assumptions
capital spending plans; and
financing alternatives and contingency plans.
It should be understood that our ratings

are not based on the issuer's financial project
sons or management's view of what the

future may hold. Rather, ratings are based on
our assessment of the company's prospects
However, management's financial projections
are a valuable tool in the rating process
because they indicate management's plans
how management assesses the company's
challenges, and how it intends to deal with

problems. Projections also depict the compo
my's financial strategy in terms of anticipated
reliance on internal cash flow or outside
funds, and they help articulate management's
financial objectives and policies

Management meetings with companies new
to the rating process typically last two to four
hours, or longer if the company's operations
are particularly complex. If the issuer is
domiciled in a country new to ratings or par
ticipates in a new industry, more time is usu
ally required. When, in addition, there are
major accounting issues to be covered, meet
inks can last a full day or two

Short, formal presentations by management
are useful to introduce areas for discussion
We prefer meetings to be interactive and
largely informal, with ample time allowed for
questions and responses. (At management

meetings, as at all other times, we welcome
the company's questions regarding our price
cures, methodology, and analytical criteria.)

A presentation is made by the lead analyst
to the rating committee, which has been pro
vided in advance with appropriate financial
statistics and comparative analysis. The pres
entation follows the methodology as outlined
in the methodology section below. It includes

analysis of the company's business and its
operating environment, evaluation of its
strategic and financial management, account
in aspects, and financial analysis. When rat
in a specific issue, there is additional
discussion of the proposed issue and terms
of the indenture

Once the ratings are determined, the com
party is notified, and told of the major sup
porting considerations. We allow the issuer to
respond to the rating decision prior to its
publication by presenting new or additional
data. We entertain appeals in the interest of
having available the most information Rossi
be and, thereby, the most accurate ratings. In
the case of a decision to change an extant rat
in, any appeal must be conducted as expedi
piously as possible, i.e., within a day or two
The committee reconvenes to consider the

information

After notifying the company, the rating is
disseminated via the media. or released to the
company for dissemination in the case of pry
vote placements or corporate credit ratings

To maintain the integrity and objectivity of
our rating process, our internal deliberations
and the identities of those who sat 011 a rat
in committee are kept confidential, and not
disclosed to the issuer.

Rating Committee
A committee is always convened to assign a
new issuer rating. Rating committees normal
Ly consist of five to seven voting members
and a chairperson reviews the suitability of

the committee participants

S u net I I a n Ce
Corporate ratings on publicly distributed
issues are monitored for at least one year. The
company can then elect to pay us to continue
surveillance. Ratings assigned at the compo
my's request have the option of surveillance

or being on a "point-in-time" basis
Surveillance is performed by the same

industry analysts that work on the assign
went of the ratings. In fact, we strive to pro
vide continuity of the lead analyst and a

portion of the relevant rating committee
(some members do rotate, though, to allow
for fresh perspectives, and the lead analyst

role must rotate after five years). To facilitate
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another, and we can assess implications of

competitors' strategies for the entire indus
try. Our analysts can judge management's
relative optimism regarding market growth
and relative aggressiveness in approaching
the marketplace.

Importantly, the analyst compares busi-

ness strategies and financial plans over time
and seeks to understand how and why they
changed. This exercise provides insights
regarding management's abilities with
respect to forecasting and implementing
plans. By meeting with different manage-
ments over the course of a year, and the
same management year after year, analysts
can distinguish between managements with
thoughtful, realistic agendas and those with
wishful approaches.

Management credibility is achieved to the
extent the record demonstrates that a compa-
ny's actions are consistent with its plans and
objectives. Once earned, credibility helps sup-
port continuity of a particular rating level,
because we can rely on management to do
what it says to maintain and/or restore credit-
worthiness when faced with financial stress or

strategic challenge. Once lost, credibility is dif-
ficult to restore. The rating process benefits
from the unique perspective 011 credibility
gained by extensive evaiuadon of management
plans and financial forecasts over many years.

Rating Changes

surveillance, companies put the lead analyst
on mailing lists to receive interim and annual
financial statements, press releases, and bank

documents, including compliance certificates.
The lead analyst is in periodic contact with
the company to discuss ongoing performance
and developments, Where these vary signifi-
cantly from expectations, or where a major,
new financing transaction is planned, an
update management meeting is appropriate.
We also encourage companies to discuss
hypothetically-again, in strict confidence-
transactions that perhaps are only being con-
templated (e.g., acquisitions, new financings),
and, where practicable, we endeavor to pro-
vide frank feedback about the potential rat-
ings implications of such transactions.

In any event, management meetings rou-
tinely are scheduled at least annually. These
meetings enable analysts to keep abreast of
management's view of current developments,
discuss business units that have performed
differently from original expectations, and be
apprised of changes in plans. As with initial

management meetings, we willingly provide
guidance in advance regarding areas we

believe warrant emphasis: There generally is
no need to dwell on basic information coy
red at the initial meeting. Apart from dis-

cussing revised projections, it is helpful to

revisit the prior projections and to discuss
how actual performance varied, and why.

A significant proportion of meetings with
company officials takes place on the compa-

ny's premises. There are several reasons: to
facilitate increased exposure to management
personnel-particularly at the operating level;
obtain a first-hand view of critical facilities;
and achieve a better understanding of the
company by spending more time reviewing
the business units in depth. While we actively
encourage meetings on company premises,
time and scheduling constraints on both sides
dictate that arrangements for these meetings
be made some time in advance.

Because the staff is organized by specialty,

credit analysts typically meet each year with

most major companies in their assigned area
to discuss the industry outlook, business
strategy, and financial forecasts and poli-
cies. This way, competitors' forecasts of

market demand can be compared with one

As a result of the surveillance process, it
sometimes becomes apparent that changing
conditions require reconsideration of the out-
standing rating. When this occurs, the analyst
undertakes a preliminary review, which, after
internal deliberation, may lead to a
Credit\X7atch listing. This is followed by a
comprehensive analysis, communication with
management, and a presentation to the rating
committee. The rating committee evaluates
the matter, arrives at a rating decision, and
notifies the company--after which we publish
the rating changes, if any, and the new out-

look. The process is exactly the same as the
rating of a new issue. Reflecting this surveil-
lance, the timing of rating changes depends

neither on the sale of new debt issues nor on
our internal schedule for reviews. I

Standard & Poor's s Corporate Ratings Criteria 2008 19

APS12977



Docket No. E-01345A-08-0172
Attachment RCS,3
Page 19 of 107

Analytical Methodology
ur rating methodology is based on fundamental analysis.

Our model has evolved over time to reflect greater com-

plexity and volatility facing companies. Current ratings analysis

puts much greater emphasis on cash flow adequacy and liquidity

than in the past. Our profitability analysis was part of our financial

risk review, but we now emphasize its role as part of our business

risk and competitive assessment.

Overview
Over the past five or six years, we have paid

significantly more attention to accounting
considerations and corporate governance.
While management's risk orientation has
always been a critical part of our rating deci-
sions, there is a more complex corporate land-

scape now-including the availability of ever
more complicated securities and transactions.
Accordingly, we need to drill deeper into man-
agement practices and policies, including a
range of issues, from ownership to board
independence to off-balance sheet stratagems.

into several categories so that all salient issues
are considered. The first categories involve
fundamental business analysis; the financial
analysis categories follow. (Credit ratings
often are identified with financial analysis-
especially ratios. And we publish ratio statis-
tics and benchmarks both for sectors and

individual companies. But ratings analysis
starts with the assessment of the business and
competitive profile of the company. Two com-
panies with identical financial metrics are
rated very differently, to the extent that their
business challenges and prospects differ.)

We developed the matrix in table 2 to

make explicit the rating outcomes that are
typical for various business risk/financial
risk combinations. The table illustrates the
relationship of business and financial risk
profiles to the issuer credit rating. The fol-

lowing illustrates how the tables can be used
to better understand our rating conclusions.

Business risk/'f inancial risk matrix
We strive for transparency around the rating
process. However, it is critical to realize-
and it should be apparent-that the ratings
process cannot be reduced to a cookbook

approach: Ratings incorporate many subjec-
tive judgments, and remain as much an art as

a science.
Our corporate analytical methodology

organizes the analytical process according to a
common framework, and it divides the task

The hypothetical ease of company ABC

Company ABC is deemed to have a satisfac-
tory business risk profile, typical of a low
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AAA AA A BBBExcellent BB

AA A A. BBB~ BB-Strong

A Bam BBB BB+ B+Satisfactory

BBB 888. BB+ BB-Weak B

Vulnerable B+B+BB B B.

Highly LeveragedIntermediateModemMinimal

Financial risk

indicative ratios* Aggressive

Over 60 45-B0 30-45 15-30 Below 15

Cash flow (Funds from

operations/Debt) (%)

Below 25 25-35 35-45 45-55 Over 55

Debt leverage

(Total debt/Capital) (%l

3.0-4.5<1 .4 1 .4-2.0 20-3 .0 >4,5DebUEBITDA (x)

Fully adjusted, historically demonstrated, and expected to continue consistently.
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The rating matrix is a guideline
not written in stone
The rating matrix is not meant to be precise
There can always be small positives and neg
natives that would lead to a notch higher or
lower than the typical outcome

Moreover, there will always be excel
sons-cases that do not fir neatly into this

analytical framework. For example, liquidity
concerns or litigation could pose overarching
risks. Also. the matrix does not address the
lowest rungs of the credit spectrum (i.e., the
CCC' category and lower). These ratings, by

definition, reflect some impending crisis or
extraordinary vulnerability, and the balanced
approach that underlies the matrix framework
just does not lend itself to such situations

investment-grade industrial issuer, If its final
coal risk were "intermediate", the expected
rating outcome should be 'BBB

ABC's ratios of cash flow to debt (35%)
and debt leverage (total debt to EBITDA of
2.5x) are indeed characteristic of intermediate
financial risk. (The assessment of financial
risk really is not so simple: It encompasses

financial policies and risk tolerance, volatility
and risks to future performance, several per
spectives on cash flow adequacy--including
free cash flow and the degree of flexibility
regarding capital expenditures, and various
measures of liquidity-including coverage of
short-term maturities.)

Company ABC can aspire to an upgrade
to the 'A' category by reducing its debt bur
den to the point that cash flow to debt is
more than 60% and debt leverage is only
1.5x. Conversely, ABC may choose to
become more financially aggressive-per
haps it decides to reward shareholders by
borrowing to repurchase its stock. The
company can expect to be rated in the 'BB

category if its cash flow to debt ratio is
20% and debt leverage remains at 4x-and

there is a commitment to keeping its
finances at these levels

Corporate Credit
Analysis Categories
The categories underlying our business and
financial risk assessments are

Business Risk

Country risk
Industry factors

Competitive position
Profitability/Peer group comparisons

Business risk profile Minimal Modest

Financial risk profile-

intermediate Aggressive Highly Leveraged
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Financial risk
Governance/Risk tolerance/Financial
policies
Accounting

Cash flow adequacy
Capital structure/Asset protection
Liquidity/Short~term factors
Note that we do not have any predeter

mined weights for these categories. The sig
nificance of specific factors varies from

situation to situation

Business risk considerations
Country risk. The operating environment in
the particular country--including, importantly
any sovereign~related stress--can have an
overwhelming impact upon company credit
worthiness, both direct and indirect. Sovereign

credit ratings suggest general risk faced by
local entities, but they may not fully capture
risk applicable to the private sector As a
result, when rating corporate or infrastructure

companies or protects, we look beyond the
sovereign ratings to evaluate the specific Eco
comic or country risk that may impact the
entity's creditworthiness. Such economic or
country risk pertains to the impact of govern
went policies upon the obligor's business and
financial environment, and a company's ability

to insulate itself from these risks
Industry factors. All rating analyses incur

pirate an assessment of the company's busy
ness environment. The degree of operating
risk facing a company almost always depends

on the dynamics of the industry in which it
participates. Our industry analysis focuses on
the strength of industry prospects, as well as
the competitive factors affecting that industry

The many factors assessed include industry
prospects for growth, stability, or decline
and the pattern of business cycles. It is critic

cal, for example, to determine vulnerability to
technological change, labor unrest, regulatory
interference, or changes in the supply/demand
balance. Our knowledge of the investment
plans of the major players in a given industry
offers a unique vantage point with respect to

the future industry's profile
The industry risk assessment sets the stage

for analyzing specific company risk
factors/keys to success and establishing the

priority of these factors in the overall evalua

son. For example, if technology is a critical

competitive factor, RECD prowess is stressed
If the industry produces a commodity, cost of
production is of major importance

Still, for any particular company, one or
more factors can hold special significance
even if that factor is not common to the

industry. For example, the fact that a compo
ny has only one major production facility
normally is regarded as an area of vulnerabil
tty. Similarly, reliance on one product creates

risk, even if the product is highly successful
(e.g., a pharmaceutical company with onl
one blockbuster drug that is subject to com

petition and patent expiration)
Competitive position. Competitive position

represents a critical input in assessing a com
pony's level of business risk in our analysis

and can often have a significant impact on
the debt rating for an issuer. To determine a
given issuer's competitive position, we look at
key factors pertinent to the specific industry
A key factor for a pharmaceutical company
for example, might be research and develop
went, whereas marketing would be a particle

y important consideration for a consumer
products company

Company size and diversification often
plays role. While we have no minimum size
criterion for any given rating level, cornea
my size tends to be significantly correlated
to rating levels. This is because larger com

parties often benefit from economies of
scale and/or diversification, translating into
a stronger competitive position. Small com
parties are, almost by definition, more con
centrated in terms of product, number of
customers, and geography. To the extent
that markets and regional economies
change, a broader scope of business
affords protection

Small companies are sometimes touted
for their greater growth potential

However, fast growth often is subject to
poor execution (even if the idea is well
conceived) and can also tempt a company
into over-ambitiousness. which could

involve added risk

Management evaluation. Management is
assessed for its role in determining operational
success and also for its risk tolerance. The
first aspect is incorporated in the business risk
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analysis; the second is weighed as a financial
policy factor.

Subjective judgments help determine each
aspect of management evaluation. Opinions

formed during the meetings with senior man
gerent are as important as managements

track record. While a track record may seem
to offer a more objective basis for evaluation
it often is difficult to determine how results
should be attributed to management's skills

Management plans and policies are judged
for their realism. How they are implemented
determines the view of management consist
tench and credibility. Stated policies often
not followed, and a rating may reflect skeptic
cist until management has established credo
ability. Credibility can become a critical issue
when a company is faced with stress or
restructuring, and we must decide whether to
rely on management to carry out plans for
restoring creditworthiness

Profitability/Peer group comparisons
Profit potential is a critical determinant of
credit protection. A company that generates
higher operating margins and returns on capt
tal has a greater ability to generate equity
capital internally, attract capital externally

and withstand business adversity. Earnings
power ultimately attests to the value of the
company's assets, as well

Moreover, conclusions about profitability
also serve as a good sanity check on our
assessment of business risk: A company's
profit performance offers a litmus test of its
fundamental health and competitive position
In this regard, comparing peer companies on
key profit metrics is most meaningful

fences in accounting conventions and local
financial systems

Financial policy We attach great imper
Rance to management's philosophies and poll

mies involving financial risk. A surprising
number of companies have not given this

question serious thought, much less reached
strong conclusions. For many others, debt
leverage (calculated without any adjustment
to reported figures) is the only focal point of
such policy considerations. More sophistical
ed business managers have thoughtful policies
that recognize cash flow parameters, the
interplay between business and financial risk
and the need to adjust financial data ro
reflect different needs and perspectives

Even those companies that have set goals
may not have the wherewithal, discipline, or
management commitment to achieve these
objectives. Leverage goals, for example, need
ro be viewed in the context of an issuer's past
record and the financial dynamics affecting
the business

Accounting characteristics and information
risk. Financial statements and related disco
sores serve as our primary source of inform
son regarding the financial condition and

financial performance of industrial and utile
Ty companies. The analysis of financial state

merits begins with a review of accounting
characteristics. The purpose is to determine

whether ratios and statistics derived from the
statements can be used appropriately to
measure a company's performance and post
son relative to both its direct peer group and

the larger universe of corporate issuers. The
rating process is, in part, one of compare
sons, so it is important to have a common
frame of reference

Analytical adjustments are made to better
portray reality and to level the differences
among companies-although it rarely is
possible to completely recast a company's
financial statements. Even where the ability
to adjust is limited, it is important to at
least have some notion of the extent to

which different financial measures are
overstated or understated

Apart from their importance to the quanta
native aspects of the analysis, conclusions
regarding accounting characteristics and
financial transparency can also influence

Financial risk considerations
Having evaluated the issuer's operating envy
ronment and competitive position, the anal
sis proceeds to several financial categories. To

reiterate, the company's business risk profile
determines the level of financial risk app ro
private for any rating category. Financial risk

portrayed largely through quantitative

means, particularly by using financial ratios
Several analytical adjustments typically are

required to calculate ratios for an individual
company (see Encyclopedia of Analytical
Adjustments, below). Cross-border compare
sons require additional care, given the differ-
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Standards (IS) now require consolidation
of no homogenous business units, we Ana
lyre each separately

Liquidity/short-term factors. Sundry con
siderations that do not tic in other categories
are examined here. The potential impact of

contingencies is considered, along with the
company's contingency plans. These include
serious legal problems, lack of insurance coy
erase, or restrictive covenants in loan agree
merits that place the company at the mercy of
its bankers. Access to various capital markets
affiliations with other entities, and the ability
to sell assets are important factors in deter
mining a company's options under stress

Debt maturity schedules are scrutinized
Flexibility can be jeopardized when an
issuer is overly reliant on bank borrowings
or commercial paper. Issuing commercial
paper without adequate backup facilities is
a big negative

As going concerns, companies should not
be expected to repay debt by liquidating
operations. Clearly, there is little benefit in

selling natural resource properties or Manu
fracturing facilities if they must be replaced

a few years. Nonetheless, the ability to genet
ate cash through asset disposals enhances a
company's financial flexibility

qualitative aspects of the analysis, such as the
assessment of management

Cash flow adequacy. Interest or principal
payments cannot be serviced out of earnings
which is just an accounting concept; payment
has to be made with cash. Although there
usually is a strong relationship between cash
flow and profitability, many transactions and

accounting entries affect one and not the
other. Analysis of cash flow patterns can
reveal a level of debt-servicing capability that
is either stronger or weaker than might be
apparent from earnings

The analysis often focuses on levels of
funds from operations (FPO), but we play
close attention to working capital swings
capital spending requirements, and sharehold-
er distributions to complete the picture with
respect to cash flow adequacy

Cash flow analysis is usually the single
most critical aspect of credit rating deck
Zions. It takes on added importance for spec

elative-grade issuers. While companies with
investment-grade ratings generally have
ready access to external financing to cover
temporary cash shortfalls, speculative-grade
issuers lack this degree of flexibility and

have fewer alternatives to internally general
ed cash for servicing debt

Capital structure and asset protection. A
review of an issuer's capital structure repre
gents an important part of our financial
review. The review encompasses both the level
and mix of debt employed (i.e., fixed/variable
rate, maturity, currency, secured/unsecured)
This analysis helps us determine a company's

financial flexibility, and how leveraged it is
Of course, when we look at leverage, our
analysis goes beyond reported debt on the
balance sheet and includes such items as leas
es, pension and retiree medical liabilities
guarantees, and contingent liabilities

In addition, a company's asset mix is a
critical determinant of the appropriate lever

age for a given level of risk. Assets with Sta
be cash flows or market values justify

greater use of debt financing than those with

clouded marketability. Accordingly
believe it is critical to analyze each type of

business and asset class in its own right
While the Financial Accounting Standards
Board (FASB) and International Accounting

Country Risk
Country risk-the risk of doing business in
a particular country--is a critical compo
rent of many ratings, particularly for com
parties in emerging markets. The large

number of corporate defaults in Argentina
during the 2001-2002 crisis was related to
a combination of macroeconomic factors
such as severe currency depreciation and
weak economic activity, and government
actions such as the 'pesification' (cover
Zion to pesos from foreign currency) of
financial obligations, utility tariffs, and
most other dollar~denominated contracts
at an unfavorable exchange rate from a

creditor's perspective
Country risk differs from sovereign credit

risk-the risk of the sovereign defaulting on
its commercial debt obligations. Country risk
is often correlated with sovereign creditvvor

tliiness, but not always
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they are still subject to the country's tax and
regulatory risks, infrastructure constraints
or exchange rate movements. There are pen
Ty of examples in which the sovereign has
induced the government-owned entities to
reduce capital investment budgets, increase

the tax burden, or pay extraordinary dive
tends when economic pressures have risen

Country r isk methodology and
interaction with the sovereign rating
The main sovereign and industry-related risks
affecting and sometimes constraining the red
it quality of companies in a certain jurisdiction
include various economic, financial, regulate
Ry, and industry-related risks that can affect
day-to-day operations, long-term investment
decisions, and, of course, payment capacity

We divide the main country risk factors Mat
could affect the private sector into two Cate
gorges: Economic/political and industry risks

Economic risks

I

growth prospects of a country

its business cycle
political factors influencing the business

environment
current and projected inflation levels

foreign exchange risks affecting the flow of
imports, exports, and the balance of
merits
the payment system and the strength and
depth of the banking system
interest rates and spreads
the depth and liquidity of the local capital
markets: and
access to the cross-border markets for com
mercia or financial transactions

Depending on due industry sector or individ~
url company's financial strength, a company
may be better or less able to withstand macro
economic shocks or other country-related

risks. For instance. several-but not all
Brazilian exporters performed well during

2002 despite a severe credit crunch in the mar
ketplace, given government reluctance to inter
fare with export financing. Commercial banks
and stare development banks continued to
provide lines of credit to major exporters, even
though the sovereign suffered credit stress
Most Russian companies continued to perform
and to service external, export-backed debt in
1998-1999 when the sovereign was in default

On the other hand, strengthening credit
quality of the sovereign state does not necks
warily improve the business environment-or
the relevant country risk. For example, while
Russia's sovereign credit quality has been
improving. the operating environment
remains risky. All ratings on Russian compo
mies factor in uncertainty about enforcement
of regulatory and legal norms and the still
weak corporate governance environment

Certain industries tend to be affected
by sovereign issues than others. Banks and

utilities are greatly affected by the regulatory
framework and by the general condition of
the economy. On the opposite end of the
spectrum are export-oriented companies
which are less affected by local economic
conditions, and generally benefit from current
cy depreciation. Nevertheless, even exporters
are exposed to country risk. For instance
they are subject to local rules on labor and
domestic input souring, and could suffer a
disruption in financial market access because
of sovereign-related investor perceptions
Resource nationalism can also make export
oriented commodity industries more likely
targets of selective sovereign intervention

Exposure to country risk may even differ
on a company-by-company basis. For
instance, in Russia, the large oil and gas pro
dicers may each be subject to different risks
of government interference

Government~related companies generally
enjoy some government support, but face

general country risks as well. While selective
sovereign intervention is hardly an issue for

them, in terms of outright expropriation

I

Industry-related risks
labor market constraints or incentives
the strength and political direction of labor
unlons
labor cost and strike experience
condition of general infrastructure in the

country--with potential constraints on
water supply, cost of electricity, and price
and availability of oil and gas

poor transportation services in roads
ports, and airports
accounting and reporting transparency in
the country
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federal and state government legal systems
regulatory risk for utilities, banks, and
other entities under regulation
ezdstence or potential for heavy taxation; and
corruption-related risks affecting day-to
day operations

implicit or explicit support from a highly
rated parent in another jurisdiction, and/or

there is significant cash-flow diversity derived
from operations in several countries

Foreign currency ratings of an entity
would be usually capped by the transfer and
convertibility (T8CC) assessment for a given
country-ordinarily, higher than the saver

sign foreigmcurrency rating. (See "Ratings
Above The Sovereign: Foreign Currency
Rating Criteria Update," published Nov. 3
2005, on RatingsDirect, the real time Web

based source for Standard @ Poor's credit
ratings, research, and rislz anal
Assessments of T6"C risk are published on a
monthly basis for all rated sovereigns.)
Nevertheless, a company's foreign currency
ratings can exceed the T8CC assessment in
instances Of: very strong credit metrics and
business prospects, as projected even through
a sovereign default scenario; strong infen
rives to service foreign debt (links to global
trading system); or a protected ability to gen
erase enough foreign currency cash flow to
comfortably cover foreign currency outflows

As of 2007, the foreign currency ratings
of 68 entities in 21 countries exceeded the

sovereign rating of the country of domicile
(See "Transfer And Convertibility
Assessment History Since November 2005
published June 7, 2007, on RatingsDirect.)
Only a handful, however, exceeded the
T8CC assessment

Past experience

The main country risk factors that have affect
ed financial performance and caused corporate
defaults in the past are the following

Currency mismatch on operations and
financial obligations combined with sharp
local currency depreciation

*I Price controls combined with drastic raw
material increases
Sudden contraction of liquidity, combined
with a general weakening of the financial
system and a possible freezing of bank
deposits
Large increases in the cost of funds by
financial intermediaries. if available
Deiayed payments from domestic cos

tamers, including sovereigns themselves or
sovereign~owned entities
Hikes in export tariffs or taxes
Prolonged labor strikes with excessive
demands
Unfriendly change in regulations

GDP contraction and reduced domestic
demand for several months or years

Sovereign restrictions on access to foreign
exchange needed for debt service; and
Forced conversion of foreign currency

denominated obligations into local currency
Industry Risk

Ratings above the sovereign
Under our methodology, ratings on a com
party may exceed those on the sovereign, if
we expect it would continue to perform
and fulf ill its f inancial obligations, even
during a sovereign local and/or foreign cur
ency default scenario. The company must

demonstrate that Ir is significantly sheltered
from sovereign and country risk factors
based on past experience and probable see

narios. W here such potential exists, we
would perform additional sovereign and
country risk stress scenarios as part of the

rating analysis
In addition, ratings above those on the gov

reign are possible where there is strong

Industry risk analysis sets the stage for com
pony-specific analysis. The goal is ro develop
a robust understanding of the company's
external business and operating environment
Industry analysis focuses on the industry
prospects, as well as identifying the compete
five factors, risks, and challenges affecting
participants in that industry. Grice key Indus
try and country risk considerations are identi
fled, the credit analysis process proceeds to a

second phase-company-specific analysis
Industry characteristics-and the mix of

opportunities and risks they represent
include the sector's growth and profit paten
rial, degree of cyclicality, ease of entry, nature

and degree of competition, capital intensity

www.corporatecriteria.standardandpoors.com

APS12977



H H H L HM/Hindustry

H H H M M HAirlines Sus.)

H H H MAutos* MM

H H M H LAuto suppliers* L/M

H H H M HHigh technology* M/H

H H H L M LMining*

H H H L M HChemicals (bulk)*

. m ..m.m.. .u» n . - . »» m»...-.
H

H

H

H

H

H

L

L

L

L

M

M

Hotels*

Shipping*

H
. . ..........---.. »» -" . un-u... » - .

H

H

H

M

L

H

H

H

M

H L

Competitive power*

Telecoms (Europe)

Global.

Docket No. E-01345A-08-0172
Attachment RCS-3
Page 26 of 107

operational and cost structure, regulation, and
technology. Companies best-positioned to
take advantage of these key industry drivers-

or to mitigate associated risks more effec-
tively, possess a competitive advantage--and a
stronger business risk profile,

Evaluating an industry's risk profile
While characteristics pertinent to credit risk
across industries broadly are similar, the
impact of these factors can vary significantly
between industries. Table 3 highlights how a
common set of industry characteristics/rnet-
rics can be applied to identifying the relative
credit impact of key industry factors across
some major industries in the U.S.

Some industries are more highly affected by
national factors than others. The nature and
impact of key characteristics can vary
markedly between countries for a given
industry. Utilities, Telecom, and retail tend to
be more affected by national characteristics.
By contrast, oil 86 gas, chemicals, and tech-
nology sectors are more global in nature, as

national factors tend to be less influential.

An example of country~specific

influences:Telecom

While the Telecom industry recently has been a

primary driver of globalization, and the tech-

nology platforms and connectivity provided by

telecommunication companies form the under-

pinnings of the global network for voice, data
video, and Internet services, it does not have a
uniform global credit profile. A few leading
operators have diversified internationally by
building networks in multiple regions and
countries, although none can be said to be

global. A major impediment to the creation of
truly global players is that many governments
view the industry as being of national strategic
importance; so, as in the case of utilities, barri-
ers to cross border/globai expansion and diver-
sification often are material. The high cost of
cross~border entry includes availability and
expense of government-sanctioned frequencies
and licenses, network-construction capital
expense, and, in emerging markets, often the
requirement to share profits and management

decisions with local partners. The degree of
competition in Telecom is in many countries a
direct function of government policy and regu-
lation, as well as other factors, such as popula-
tion and business density. National markets

with the higher Telecom credit risk tend to be
those with a high degree of competition,
where growth prospects are limited by market
maturity, and government and regulatory poli-

cy or actions have spurred competition, and
historically been inconsistent: The U.K. is an
example of one such market. Conversely, in
markets with lower levels of competition

Credit risk impact High (H): Medium (M): Low (L)

Risk factor Cyclicality Competition
Capital

intensity

Technology

risk

Regulatory/
government

Energy

sensitivity
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(often because of government policies and reg-
ulations that aim to support price levels and
profit margins, and create surplus cash genera-
tion to fund infrastructure spending by incum-

bents), and growth prospects are high, the
sector credit-risk profile can be much more

favorable. A prime example of the latter :nar-

ket is China. Key ratings metrics, such as oper-
ating margins, EBITDA coverage, and leverage
ratios for China's dominant incumbent wire-
line and wireless companies reflect this advan-
tage, and are among the strongest of any rated
Telecom. However, in the case of China, our
ratings on these companies are constrained by
sovereign/country-risk considerations. Markets
where competition is limited by government
policy are obviously susceptible over time to
policy changes leading to greater market liber-
alization. While the possibility of a major poli-
cy U-turn in China currently appears low, it is
essential that any likelihood of changes that
would foster greater competition be factored
into die analysis in markets where there is a
high degree of government protection.

Cyclicality
industry cycles result not only from Huctuat~
in demand, but, importantly, also from

swings in supply capacity. (Such addition of
new capacity often occurs in response to
cyclical Lipswings in demand.) Overbuilding
of production capacity exacerbates competi-

tive and earnings pressure, especially in the
event of a downturn in demand (examples of

this dynamic: bulk chemicals and shipping).
A company's business can be so impaired

during a downturn that Ir runs out of
funds---or its competitive position may be
permanently altered. In the extreme, a com-
pany will not survive a cyclical downturn to
participate in the upturn. So, all else equal,
companies subject to cyclicality are rated
lower than non~cyclical companies.

We attempt to avoid assigning high ratings
to a company at its peak of cyclical prosperi-
ty, if that performance level is expected to be
only temporary. Similarly, we may not lower

ratings to reflect weakening performance
because of cyclical factors, if the downturn is
likely to be only temporary or there are good
prospects for management to respond to the
changed circumstances.

It is not that ratings are not adjusted with

the phases of a cycle: Rather, the range of the
ratings would not fully mirror the amplitude
of the company's cyclical highs or lows, given
the expectation that a cyclical pattern will
persist. The expectation of change from the
current performance level-for better or
worse--tempers any rating action.

We do not-and cannot-aim to "rate
through the cycle" entirely. Rating through
the cycle requires an ability to predict the
cyclical pattern-usually extremely difficult
to do. The phases of a cycle probably will be
longer or shorter, or steeper or less severe,

than just repetitions of earlier cycles.
Interaction of cycles from different parts of
the globe and the convergence of secular and

cyclical forces are further complications.
Moreover, even predictable cycles can

affect individual companies in ways that have

a lasting impact on credit quality. As noted, a
company may fail during the cyclical down~
turn. Conversely, a company may accumulate
enough cash in the upturn to mitigate the
risks of the next downturn.

High-risk industries

Certain sectors historically have experienced
higher default rates and downward transition
behavior. This can be linked ro key high-risk
industry characteristics. Ratings within such
industries tend to cluster, because competitive
differentiation is often hard to achieve and
financing needs are relatively similar.

Still, Ir is critical not to paint an entire
industry with the same brush. In fact, the
stress of many companies in a particular
industry can result from the superior exe-
cution and performance of their rivals.
Such competitive divergence should be mir-
rored in a bifurcated ratings profile for
that industry.

Factors with a high level of impact on

credit risk are cyclicality, degree of com-
petition, capital intensity, technological

risk, regulation/deregulation, and energy
cost sensitivity.

Mature industries that are very competitive
often have long-established companies with

inflexible/legacy cost structures (arising from
labor, pension, and/or environmental issues,
among others). Industries in this category
include autos, airlines, and integrated steel.

28 www.corporatecriteria.standardandpoors.com

Aps12977



Docket No. E-01345A-08-0172
Attachment RCS-3
Page 28 of 107

Capital intensity

To the degree that a business is capital inter
give. return/break-even horizons are often
further out. because of the need to invest
heavily in fixed assets/production capacity
Operating leverage/capacity utilization adds
to the risk profile

Sectors that are both capital intensive and
have a high degree of competition (e.g
autos, shipping, forest products, and metals 86
mining) are especially sensitive to the need

for high capacity utilization. Nonetheless
capital-intensive sectors often have a
propensity to over-expand capacity in growth
periods, leading to surplus capacity, intense
price competition, and eroding margins
Perhaps ironically, such companies also tend
to have above-average financial risk, as
financing needs often are substantial and long

Rapid change
Industries undergoing rapid change because
of technological innovation and/or deregula
son tend to have higher levels of industry

risk. Barriers to entry can be substantially
reduced, allowing an entry to new compete
tors that may not be burdened by legacy busy
ness models, technologies, and the cost
structures of incumbents

There is greater potential for industry peers
sorting themselves into winners and losers
as companies pursue different business mod
els/strategies. The quality of management is

particularly important in such industries

Furthermore. investor sentiment about
cyclical credits may fluctuate over the course

cycle, with important ramifications for
financial flexibility. Whatever our own views
about the long-term staying power of a
given company, the degree of public conf
hence in the company's financial viability
determines its access to capital markets

bank credit. and even trade credit-for bet
tee or worse. Accordingly, the psychology
and the perceptions of capital providers
must be taken into account

Sensitivity to cyclical factors-and ratings
stability--also varies considerably along the
rating spectrum. As the credit quality of a
company becomes increasingly marginal, the
nature and timing of near-term changes in
market conditions are more likely to mean
the difference between survival and failure
A cyclical downturn may involve the threat
of default before the opportunity ro particle
pate in the upturn that may follow. In such

situations, cyclical fluctuations usually
lead directly to rating changes-possibly
even several rating changes in a relatively
short period. Conversely, a cyclical upturn
may give companies a breather that may
warrant a modest upgrade or two from

those very low levels
In contrast, companies viewed as having

strong fundamentals (i.e., those enjoying

investment-grade ratings) are unlikely to
see significant rating changes because of
factors deemed to be cyclical, unless the
cycle is either substantially different from
that expected, or the company's perform

once is somehow exceptional relative to
that expected

(Rating stability for a company throughout
a cycle also presumes consistency in business
strategy and financial policy. In reality, man
gerent psychology is often strongly infly

fenced by the course of a cycle. For example
in the midst of a prolonged, highly favorable

cyclical rebound, a given management's
resolve to pursue a conservative growth stat

and financial policy may be weakened

Shifts in management psychology may affect
not just individual companies, but entire
industries. Favorable market conditions may
spur industry-wide acquisition activity or

capacity expansion.)

Risks in maturing or declining industries
Maturing economic and demographic envy
ronment can lead to market saturation (e.g
anemic growth rates in Western Europe and
Japan for autos and steel). Technological
change may spur substitution (fixed-wireline
phones by mobile/wireless; traditional media
advertising by Internet ads; pharmaceutical
medications by bio~medications; and print

media/news by Internet news services). New
business models can lead to disintermediation
(local retailers by mega retailers, and trade
tonal airlines by low-cost carriers)

Stagnant or declining revenues require cost

reduction to maintain profitability. Product
differentiation also tends to be difficult in

maturing industry environments, as there is a
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high degree of correlation between industry
maturity and product commoditization
(brands do afford companies protection from
commoditization in some sectors). Industry

consolidation often is challenging-both for
the companies making the acquisitions-and
those left to compete with them.

India) is creating growth industries for
mature products-including auto manufac-
turing, capital goods, and steel. In addition,
countries seeking to attract foreign partici-

pants offer protected environments and/or
assistance and inducements.

Such status can prove tempting for foreign
companies establishing operations, but early
foreign entrants often find it hard to maintain
adequate profitability once tax holidays end
and/or new entrants are in place. (Again,
China offers a good example: the govelnment's
decision to allow the entrance of additional
Western, Japanese, and Korean auto manufac-
turers has created a high degree of competition
with rapidly declining profit margins, despite
very rapid market and sales growth.)

Potentially onerous government regula-

tions, policies, and requirements, as well tol-
erance of illicit activity--such as proprietary
technology transfers/piracy, are additional
risk elements that need to be considered.

Risks in rapidly growing,
immature industries
The promise of new technologies and new
business models--while a threat to the exist-
ing companies-is not a panacea for the
innovators either (e.g., Internet and dot.com
companies). High-growth industries, particu-
larly those driven by technological change,
tend to have long investment breakeven hori-
zons, especially if they are capital intensive.

Their early periods are associated with losses
and negative cash flow.

Unproven commercial viability of a new

technology and/or business model also make
them poor candidates for obtaining credit.
New industries normally are funded in their
early phases through venture capital (e.g.,
biotechnology).

Some high-technology/high-growth indus-

tries are viewed as having economic and
political importance to national governments,
which may protect them from market compe-
tition in an attempt to stimulate their devel-
opment (as noted with China's telecoms).
Barriers to entry erected by governments in
the form of licensing, franchise auctioning,
and laws barring competition and acquisition
by no sanctioned entities are used to provide
a protected environment. However, as these
industries mature, governments open them up
to varying degrees of competition by allowing
new entrants or removing monopolistic privi-
leges incumbents had previously enjoyed.
Once deregulated, such industries normally

become much riskier from a credit perspec-
tive, because increased competition erodes
industry profit margins.

Compet i t i v e  Pos i t i on
Competitive positioning is the cornerstone of
business risk analysis. While the industry
environment, whether favorable or unfavor-

able, will strongly influence the business risk,
differences in competitive positioning can jus-
tify substantial differences in credit standing
among industry players. A strong business
profile score can only be achieved through a
very competitive position. Such status sup~
ports revenue and cash flow stability-and
generally goes in tandem with superior prof-
itability measures. A comparatively weak
competitive position---even in the most favor-
able industry environment-is unlikely to
result in a solid credit standing.

"Old" industries can become
rejuvenated in emerging markets
Not all industry high-growth opportunities

are created by new technology or business
models. Currently, the rapid industrialization
of developing countries (notably China and

Sustainability is key
The sustainability and trend of a competitive
position are critical rating factors.

Sustainability of competitive advantage is
often determined by cost leadership or prod-
uct differentiation. A broader evaluation
would look at:

* Product positioning (quality, pricing) and
brand reputation;
Market shares, the installed customer base,

and geographic coverage;
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I Distribution capabilities;
* Customer relationships;
* Technology/manufacturing capabilities; and
| Meaningful barriers to entry, such as trans-

portation, capital or technology intensive-
ness, and regulation.
The assessment of these factors must, of

course, be forward looking; we use historical
data only to the extent that they provide
insight into future trends.

Several other factors also are critical in
determining the strength and sustainability of a
company's competitive position, Vertical inte-
gration, for instance, often enables a stronger
competitive position--although not necessarily
higher returns on capital employed-protection
of the customer base, and pricing power, as
well as better ability to adjust to technology
developments. That said, it is of utmost impor-
tance for a company to have the strongest grip
on that part of the value chain that comprises
the highest value added.

research and distribution capabilities are
able to sustain or reinforce their business
positions and profitability.

In contrast, companies operating in local

industries may benefit from transportation
barriers, long-term regulatory advantages, or
a locally large installed asset or customer
base. This is sometimes the case for food
retailers, which can enjoy all these advan-
tages, helping them achieve relatively solid
business risk profiles, based on entrenched
and well-managed local positions.

Comparing mature and
fast-growing markets
An emerging or fast-growing market offers
considerable growth prospects, but compete

five positions in such markets are likely to be
more volatile. Companies may reap substance
rial benefits over a relatively short period of
time but find it difficult to manage over the
long haul. (Moreover, fast-growth companies

often tend to retain high-risk financial poli-
cies as they aggressively pursue ever more
ambitious objectives, thereby limiting poten-
tial credit quality.) The promise of small com-
panies can fade very quickly on
growth-related risks, including management's

experience and resources to enter new mar-
kets, or to integrate acquired companies.

A mature market, although perhaps not
appealing from an earnings growth stand-
point and possibly exposed to risks of price
commoditization or revenue decline, can
mean greater protection for market shares.
Large companies in mature markets have sub-
stantial staying power. Their sizable staff,
vast array of disposable assets, and often-sig-
nificant restructuring potential can positively
influence their Fates.

Generally, we would therefore favor a
solid, established position in a mature, con-
solidated industry, which would have

greater ability to offer predictable revenue
and earnings streams, and to protect a com-
pany's capacity to service its debt over the
long term.

Market share analysis can be a critical

component, but only when weighed in
the context of industry dynamics
In noncommodity sectors, market share
analysis often provides important insight into
a company's competitive strength. A large

share, however, is not always synonymous
with a competitive advantage or with indus-

try dominance. If an industry has a number
of similarly large participants, none may have
a particular advantage or disadvantage. (This

is the case of the mature U.K. mobile telepho-
ny market, which, despite having four com-

petitors with roughly similar large market
shares, is characterized by intense competi-
tion, yielding relatively low margins for all
market participants.) Even duopolies (such as
the aircraft manufacturing industry) do not
necessarily ensure high and stable margins.
Highly fragmented industries (such as trans-
portation-with airlines being a good exam-

ple) may lack pricing leadership potential
altogether. These examples underline the lim-
its of market share analysis without under-

standing the industry context.
Globai industries typically are character-

ized by gradual market consolidation and

the risk of product commoditization; only
large, cost-efficient players with vast

Divers i f icat ion can enlace the
business risk prof ile

Having a diverse range of products, cus-
tomers, and/or suppliers helps cushion a
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company against adversity. Geographic
spread can also afford some protection

against adverse changes in regional markets
and economies, to the extent that the mar-
kets for a company's products or services are
sufficiently uncorrelated.

When a company operates in more than one
business, we analyze each segment separately.

We then form a composite from these building
blocks, weighing each element according to its
importance within the overall organization.
(Determination of importance can vary; we
often use earnings contribution, especially if
segment cash flow data are unavailable.)

Diversification that includes a good com-
petitive position in several industry segments
is then considered as a positive credit factor.
The business profile of a company solidly
positioned in an array of cash-generative
businesses with different industrial cycles is
stronger in terms of credit quality than each
of the best~ranked stand alone competitors.

However, we generally are cautious with
respect to the benefits of business diversifi-
cation related to weaker competitive posi-
tions or activities exposed to a very diff icult

industry environment.
Global conglomerates generally achieve

some of the highest ratings among corporate
issuers. Impressive geographic spreads, bal-
anced exposure to cyclical industries and eco-
nomic conditions, and often very sizable
market shares in consolidated, well-protected
markets are common features of some of the
world's largest conglomerates, such as U.S.-
based General Electric Co. (AAA/Stable/A-1+).

Accordingly, small or modest size generally
is a negative rating factor if there is signifi-
cant divergence in size and market shares

between the market leaders and smaller play-
ers. Nevertheless, small and midsize enterpris-
es can survive and perform satisfactorily in
industries dominated by companies with large
market shares, provided they can build
defendable market positions in niche seg-
ments of the industry. German sports car
designer and manufacturer Porsche AG (not
rated) has successfully defended and expand-
ed its strong position in luxury sports cars

with respect to competitors owned by large

car manufacturers.
As noted, large companies in highly frag-

mented industries may find it difficult to
exert influence over pricing; instead, all
industry players are exposed to intense com-
petition. This is the case in the semiconductor
industry, for example (with the exception,
perhaps, of the microprocessor segment),
where none of the large players has demon-

strated a long-term ability to differentiate
themselves in a highly competitive environ-
ment. The transportation and logistics indus-

tries are other good examples.

Large size also is often positively correlated
with low cost. Economies of scale in purchas-
ing, manufacturing, and distribution can pro-
vide large companies with better cash flow
characteristics, which is of particular impor-
tance at the downside of the cycle. In some
cases, like forest products, group size may
not be the most critical aspect of cost advan-
tage; rather, the size of the individual produc-
tion units-in particular the size of the
machines-is critical.

Also, small companies are, almost by defi-
nition, more concentrated in terms of prod-
uct, number of customers, and geography. In

effect, they lack certain elements of diversifi-
cation that can benefit larger companies. To

the event that market and regional
economies change, a broader business scope
affords protection.

In addition, the impetus to grow dramati-

cally tends to be higher for players aiming to
access the industry's first tier than for indus-
try giants that already achieved that status.
Ambitious growth strategies often entail sig-

nificant financial and implementation risks.

Size and ratings end up being

highly correlated
While we have no minimum sizecriterion for
any given rating level, size and ratings do end
up being correlated, given that size often pro-

vides a measure of diversification, and/or
affects competitive positioning.

It is relative-not absolute-size that is cru-
cial in determining market position, extent of
diversification, and financial flexibility. Small
companies also can enjoy the competitive

advantages that accompany a dominant mar-
ket position, although such a situation is not

common. In this sense, sheer mass is not
important; demonstrable market advantage is.
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Accordingly, we pay much attention to
management's plans for achieving earnings

growth. Can existing businesses provide satin
factory growth, especially in a low~inflatior1
environment, and to what extent are acquisi-
tions or divestitures necessary to achieve cor-
porate goals? At first glance, a mature,
cash~generating company offers a great deal

of bondholder protection; but we presume a
company's central focus is to increase share-
holder value over the long run. In this con-
text, a lack of indicated earnings growth
potential is considered a weakness.

with regulators or government officials are
important in other sectors, such as utilities.
Corporate governance and financial policy-
including its risk tolerance-are part of our

financial risk evaluation.

How Company Management
Influences Business And

Strategies and plans
We compare management's future plans and
assumptions with those of peer companies
and with our own estimates. Implausible or
overly optimistic projections can indicate
poor internal planning capabilities or an
insufficient grasp of the challenges (or oppor~
munities) facing that company---especially if
management fails to consider factors that
peer competitors are focusing on. Indeed, one
benefit of our access to management as part
of the rating process is the opportunity to
compare perspectives of various participants
in an industry.

How strategy, plans, and policies are
implemented helps determine our view of
management consistency and credibility. In

that exercise, determining why actual results
fail to meet expectations is important. For
example, meeting or exceeding projections
could be the result of unanticipated good for-

tune, rather than a reflection of manage-
ment's capabilities.

Accordingly, when reviewing projections or
scenarios that are presented by management,
we also strive to understand what could cause
performance to deviate. We understand that
forecasting is more difficult in some industries
than others, and that unforeseen factors out-
side of management's control can upset the
best-laid plans. A candid acknowledgement of
risks and understanding of how various factors
could affect earning and cash flow is helpful
for our internal deliberations-and may reflect
favorably on management's credibility.
Conversely, a record of abrupt or frequent

changes in business strategy, including unex-
pected acquisitions, divestitures, or restrudur-
ings, definitely would raise our concern.

Financial Risk
Management evaluation is an input for
both business risk and financial risk pro-
files-reflecting the fact that management's
strategy, decisions, and policies affect all
aspects of a company's activity, The evalua-
tion includes a review of the credibility and
realism of management's strategy and pro-
jections, its operating and financial track
record, and its appetite for assuming
business and financial risk

Our judgments regarding management's snat-
egy and operating track record help determine
our view of competitive position, a key element
of the business risk profile. We try to assess
management's competence-and its role in
determining strategic and operational success.

We bear in mind that success can be more
difficult to achieve in some industries than
others, simply because of the inherent risk
characteristics of the business. Various airline
executives, reflecting on the periodic and
damaging price wars endemic to the U.S. air-
line industry, have observed that "you are
only as smart as your dumbest competitor."
Management's reputation within an industry
complements our evaluations.

Each industry has its own specific chal-
lenges and constituencies that management
must deal with. Heavily unionized industries,

such as automakers, steel, and airlines, may
face difficult labor relations-and how man-
agement handles unions and employees can

determine a company's fate in cases where a
strike could be fatal to operations. Relations

Acquisition strategy
Acquisitions often play a significant role in

management's strategy. Although almost all
mergers involve risk, well~executed acquisitions
can make strategic sense. We try to fathom the

company's acquisition criteria with respect to:
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l

Strategic "fit";
Diversification objectives;

Market share gains;
Availability of excess cash
resources; and
Valuation considerations (cash flow
multiples, internal rate of return,
earnings accretion).

(Some of these considerations also reflect
on management's overall risk tolerance and
financial policy, which are discussed below in

/ the context of financial risk.)
Management's approach and plans for

poorly performing business units or those
that no longer make strategic sense are a
related area for investigation. Objective
appraisals of businesses units and disciplined
approaches to dealing with underperformers
(divestiture, restructuring, or discontinuing
businesses are among the options in such
cases) are viewed positively.

Corporate governance and its
relationship to credit analysis
Our evaluation of governance as part of cred-
it analysis is not focused on misappropriation
of funds, lack of accountability, or other mis-
deeds. Rather, it covers a broad array of top-

ics relating to how a company is managed; its
relationship with shareholders, creditors, and
others; and how its internal procedures, poli-
cies, and practices can create or mitigate risk.

The starting point is to identify the owners

of the company. The nature of the owner-
e.g., government, family, holding company, or
strategically linked business--can hold signifi-
cant implications for both business and finan-
cial aspects of the rated entity. Ownership by
stronger or weaker parent companies can
substantially affect the credit quality of the
rated entity. Cross-shareholding of industrial
groups and family-controlled networks, com-
monplace in certain parts of the world, can
have positive or negative implications,
depending on the specific situation. We never
rate corporate entities on a standalone basis.

The corporate governance of family-owned
businesses, for example, introduces added
complexities. Do the various family share-
holders agree on strategy? Have the owners

hired professional management and allowed
them sufficient authority and autonomy to

carry out their mission? What about manage-
ment succession, or other involvement by
children of the founder or owner? What
about the possible desire to liquefy value in
shareholdings through dividends or an IPO,
and what are the implications of estate plan-
ning? Still, family ownership can hold certain
advantages, in terms of adherence to long-
term strategic goals and commitment of fame
Ly resources to a business.

Ownership by private equity firms has
become more common recently in the U.S.
and Europe. Such owners typically are much
more actively involved in management than
public shareholders, and we seek to under-
stand private equity owners' strategy for the
company being rated. Is the company a plat-
form for organic growth, industry consolida-
tion, or a cash cow? What is the typical
holding period and exit strategy for the own-
ers? Repaying debt (often incurred in a lever~
aged acquisition of the company) and
eventually selling to a strategic buyer or
through an IPO is likely to be a more credi-
tor-friendly strategy than debt-financed divi-
dends. Some of the larger private equity
companies own multiple rated companies,
giving us a track record by which to judge
the owners' statements of intent when a new
investment of theirs is being rated.

The existence of more than one owner
introduces the potential for conflicts over
control. joint owners might disagree on how
to operate the business. Even minority own-
ers can sometimes exercise effective control
or at least frustrate the will of the majority
owners. Whenever control is disproportionate
to the underlying economic interest, the
incentives for the stakeholder could diverge.
This could result from existence of classes of
shares with super voting rights or from own-
ing 51% in each of multiple layers of holding
companies. In either example, control might
rest with a party that holds only a relatively
small €COI1OHlliC stake.

(Conventional, equity~oriented corporate
governance analysis is very sensitive to share
structure--for example, whether each type
of share provides representational voting-
out of concern that management or majority
owners will act to the detriment of minority
shareholders. Although this concern is not
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Still. board structure and involvement has
not figured prominently in the rating process

Of course, if it is evident a company's board of

directors is passive and does not exercise the

normal oversight, Ir weakens the checks and

balances of the organization. But consider
sons such as the proportion of independent

members on the board of directors, presence of

independent directors in the board-level audit

committee, and the compensation of directors

and senior management teams have limited rel

evince. It can be difficult to determine object

lively whether a given level of compensation is

excessive, or will result in a company strategy
that is overly aggressive or mainly focused on

short-term performance
Indeed, strong corporate governance--in

the conventional sense, demonstrated in part

by the presence of an active, independent

board that participates in determining and

monitoring the control environment--does

not by itself provide enhancement to credit

worthiness. Governance qualities cannot

overcome a weak business or financial risk

profile, although they might contribute to
protecting an already strong business

the direct focus of our credit analysis, there

is a penalty for companies considered Abu

give to minority holders. Perception of such

conduct would. obviously, impair the compo

my's access to investment capital. Furthermore

if a company mistreated one group of stake

holders. there would be serious concern that it

could later try to shortchange other stokehold

including creditors.)

Our evaluation of corporate governance is

sensitive to potential organizational prob

lams. These include situations where

There is significant organizational reliance

on an individual, especially one who may
be nearing retirement

The transition from entrepreneurial or fam-

ily-bound ro professional management has

yet to be accomplished

Management compensation is excessive or

poorly aligned with the interests of stake
holders

There is excessive management turnover

I The company is involved in legal, regulate

ry, or tax disputes ro a significantly greater

extent than its peers
The company has an excessively complex

legal structure, perhaps employing intricate

off-balance-sheet structures

The relationship between organizational

structure and management strategy is

unclear

The finance function and finance consider

actions do not receive high organizational

recognition; and

The company is particularly aggressive in
the application of accounting standards, or

demonstrates a lack of opaqueness in its

financial reporting

And recent examples of poor corporate

governance have contributed to impaired

creditworthiness. These cases included

Uncontrolled dominant ownership infly

once that applied company resources to

personal or unrelated use

Uncontrolled executive compensation pro

grams

Management incentives that compo

raised long-term stability for short-term

I

Financial policy and risk tolerance

managing the balance sheet and more

We assess financial policies for aggressive

ness/conservatism, sophistication, and consist

tench with business objectives. We attach

great importance to management philoso

plies and policies involving financial risk

Accounting practices, capital spending levels
debt tolerance merger activity, and asset sale

frequency are all aspects of a managenlent's
financial policies (see "Credit FAQ: Knowing

The Investors In A Company's Debt

And Equity " published April 4, 2006

on RatingsDirect)

Policy differences between companies can be

driven by various factors, including manage

went preferences, business requirements

and/or shareholder value considerations

Policies should optimize for the typically diver

gent interests of the company's stakeholder

shareholders, creditors. customers. and

employees, among others. Specifically, the

company's goals with respect to its credit rat

in also need to be consistent with the balance

in of those interests

Inadequate oversight of the integrity of

financial disclosure. which resulted in

heightened funding and liquidity risk
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Sophisticated business managers have
thoughtful policies that target a variety of
financial measures and acknowledge the
interplay between business and financial

risk. But a surprising number of companies
have not given their financial policy serious

thought, much less reached strong conclu-

sions. For many others, debt leverage
(either debt to capital or debt to EBITDA,
calculated without any adjustment to
reported figures) is the only focal point of
such policy considerations.

In all cases, what corporate management
says it will do must be viewed in the con-
text of what it actually does and what
makes sense for that entity to do. For exam-

ple, an organization's leverage goals should
be judged relative to its past record and
future business requirements. A company
that is increasing its capital spending
beyond what can be met from internal cash
flow should not be forecasting declining
leverage unless there is a corresponding plan
to sell assets or common equity. A skeptical

analyst would question management on
how exactly it plans to achieve both goals.
The answers, and the company's subsequent
performance, reflect on management's risk
tolerance and credibility.

The analyst must consider the realistic
choices available to management and how it
responds. Similarly, debt usage and share-
holder rewards need to be judged within the

context of the company's cash-generating
capabilities and the stability of those cash
flows. We view a debt-financed dividend as
very risky for a weak company with volatile
cash flows, but such a move could be reason-
able for a company that is generating sub-
stantial free cash flow and has already
achieved a solid balance sheet.

We do not encourage companies to man-

age themselves with an eye toward a specific
rating. The more appropriate approach is to
operate for the good of the business as man-
agement sees Ir, and let the rating follow.

Certainly, prudence and credit quality should
be among the most important considerations,

but financial policy should be consistent with
the needs of the business, rather than an
arbitrary constraint. If management forgoes

attractive business opportunities merely to

avoid financial risk, the company may be
making a poor strategic decision, sacrificing

long-term credit quality for near-term bal~

once sheet considerations.
In any event, pursuit of the highest rating

attainable is not necessarily in the company's
best interests. While 'AAA' is our highest rat-

ing, we do not suggest that it is the "best"
rating. Typically, a company with virtually no
financial risk is not optimal as far as meeting
the needs of its various constituencies. An
underleveraged company is not minimizing its
cost of capital, thereby depriving its owners of
potentially greater value for their investment.
In this light, a corporate objective of having
its debt rated 'AAA' or 'AA' is ordinarily sus-
pect. Whatever a company's financial track
record, an analyst must be skeptical if corpo-

rate goals are implicitly irrational. A compa-
ny's "conservative financial philosophy" must
be consistent with its overall goals and needs.

A high credit rating usually is more impor-
tant for financial institutions than industrial

companies. For companies with solid business
risk profiles and the financial capacity to tar-
get ratings within investment grade, various
motivations can affect financial policy. Two
examples are the balancing of financial risk

against cost of capital and reliable access to
commercial paper markets. The former often
leads to a target rating in the range of 'BBB+'

to 'A'. The latter may suggest seeking a 'BBB'
or 'BBB+' rating, which typically coincides
with an 'A-2' commercial paper rating.
Customer perception can be another motivat-

ing factor. Some defense companies say main-
taining an investment-grade rating is

important when selling weapons to govern-
ments outside the U.S.

Tolerance for risk extends beyond leverage.
The mixture of fixed-rate and floating~rate
debt (including use of derivatives to manage
that) offers an example. Generally speaking,

long~term assets such as factories are best
financed using fixed-rate debt, while short-

term working capital financing may be
accomplished using floating-rate borrowings.

Management should develop an appropriate
maturity schedule and liquidity targets.

For companies with defined-benefit pen-
sion plans, management makes choices

regarding the mix of investment assets. The
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proportions of equity, f ixed-income, and
other investment assets should be developed
with a view to the relative volatility of those

investment assets. We review such investment
choices and compare assumptions (e.g., dis-
count rate) with those of other companies in
the same industry. Other potential sources of
earnings and cash flow volatility are expo-

sure to foreign exchange or commodity price
movements. Use of derivatives to manage
such exposure is reviewed as part of our
overall financial risk assessment, but the
choices made by management also reflect on
its appetite for risk.

entity, or a "synthetic lease" should be
reflected on or off a company's balance
sheet, and at what value), and transparency
issues (e.g., what a company should disclose
about the nature of off-balance sheet com-

mitments, compensation arrangements, or
related-party transactions).

These failures also reinvigorated the
debate on the merits of using a principles-
based, rather than a rules-based, account-
ing standards framework, and served as a
catalyst for expediting convergence of
global accounting standards. Relatively
rapid rates of accounting rules changes
have occurred-often hampering meaning-
ful period-over-period comparisons, In
addition, the broader concernsabout clari-
ty and accuracy of financial reports have
been evidenced by a considerable increase
in restatements.

To address these challenges, we have
increased and systematized the emphasis we
place on the understanding of issuers'

accounting characteristics. We supplement
our analysis with enhanced financial state-
ment analysis both in terms of qualitative
and quantitative considerations. Our rat-
ings criteria include numerous quantitative

adjustments we often make to reported
financial results to increase consistency
among peers, and to better align with our
view of the underlying economic reality of
a particular circumstance or transaction.
Our analysts also employ adjustments to
portray what we view as a more appropri-
ate depiction of recurring activity. For
example, we may adjust financial measures
to exclude gains or losses that we view as
unsustainable or nonrecurring.

As part of our ongoing surveillance
process, we consider the impact of changes
in accounting standards and the impact of
special events or items reported by an
issuer (e.g., acquisitions, dispositions,
write-offs, internal control matters, restate-
ments, and regulatory actions). As the

amount of disclosure in financial state-
ments varies by company and by jurisdic-
tion, we engage in differing levels of

interaction with our issuers to obtain addi-
tional data beyond what is reported in the
company's financials.

Accounting And
Financial Reporting
A company's financial reports are the starting
point for the financial analysis of a rated enti~
ty (or issue). Such analysis must consider the
accounting basis a company uses to prepare
its financial reports and the implications of
the varying methodologies and assumptions
on the reported amounts.

Understanding the implications of the

accounting basis used-e.g., International
Financial Reporting Standards (IFRS), U.S.
Generally Accepted Accounting Principles (U.S.
GAAP), or other local or statutory GAAP
basis-is highly germane to our corporate rat-
ing methodology. But analytical challenges
exist even for companies using the same
accounting basis, because accounting rules
often provide optional treatment for certain
items (e.g., UFO rather than FIFO ro account
for inventory under U.S. GAAI1 optional hedge
accounting, or optional revaluation of certain
assets or liabilities under IFRS). Moreover, as
business transactions have become increasingly
complex, related accounting rules and concepts
have correspondingly grown more complex-

and in many cases, subject to greater reliance
on estimates and judgments.

Accounting failures in the early 2000s
highlighted several fundamental shortcom-
ings of the financial reporting process and its

ability to comprehensively address the infor-
mation needs of financial statement users.
Shortcomings include both recognition and
measurement issues (e.g., under what circum-

stances an item such as a special-purpose
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Evaluating accounting characteristics
in the rating process
Our analysis of an issuer's financial state-
ments begins with a review of the accounting
characteristics, to determine whether the
ratios and statistics derived from the state~

merits can be used appropriately to measure
the rated issuer's performance and position
relative to both its peer group and the larger
universe of corporate issuers. (The rating
process is, in part, one of comparisons, so it
is important to have a common frame of ref-
erence.) In doing so, we take an analytic
rather than forensic approach.

The recent adoption of, or moves to
adopt, IFRS in many countries-including
Australia, Canada, and across the EU-as
well as the ongoing effort to converge U.S.
GAAP and IFRS, continues to further
enhance comparability among companies.
However, this ought not be seen as a
panacea. Within IFRS, U.S. GAAP, and the
separate national accounting systems, com-
panies may choose among alternative
accounting methods--for example, historic
cal or amortized cost, as opposed to fair~

value methods--and the resulting
differences can have a significant effect on
comparability among peers. In addition,
even in applying the same methods within
the same accounting frameworks, compa-
nies show varying degrees of aggressiveness

in the underlying estimates and judgments
they employ. Moreover, the carrying value
of assets and liabilities can be greatly influ-
enced by the historical development of a
company-for example, whether it has
grown primarily through internal develop-
ment or through acquisitions, or whether it
previously underwent a leveraged buyout or
bankruptcy reorganization.

A company's scope of consolidation is an
example of a key accounting characteristic
that we consider to determine the relevant
economic entity for analytical purposes. We
look at whether there are non~consolidated
affiliates, including joint ventures, where

the company does not exert a high degree

of control but which we feel should be con-
solidated for analytical purposes (given our
assessment of their strategic importance,
including ownership positions, the size of

the investments and whether a unique,
interdependent customer/supplier relation-
ship exists) even though they may be prop-
erly excluded from consolidation for
accounting purposes. Consider The Coca-
Cola Co. and PepsiCo Inc., where certain

key unconsolidated bottling companies are
viewed as part of an entire economic sys-
tem: We accordingly consolidate these enti~
ties for analytical purposes. The converse
may be true when we reconsolidate an enti~
Ty that is properly consolidated for
accounting purposes. There are many

examples of industrial companies or diver-
sified holding companies that consolidate
financial or insurance subsidiaries; for ana-
lytical purposes, we use the equity method
for such no homogenous business activi-
ties, to avoid the distortions that would
pertain as reported.

With respect to a company's hedging and
risk management policies and related
accounting for derivative instruments,
accounting results vary widely among com-
panies, and commonly fail to adequately
depict the underlying economics. Our
framework for analyzing derivative use
focuses on the business, financial, liquidity,
controls/risk management, and financial

statement risks. This analysis includes a
determination of whether a company is
using derivatives for trading and/or risk

management purposes, and whether a com~
party avails itself of special hedge-account-
ing treatment. As this area is both complex
and fraught with inadequate disclosure by
many issuers, our review often entails inter-
action with management to properly assess
a company's derivative use and risk man-
agement practices.

The accounting characteristics we review
and the emphasis placed on each depend on
the nature of, and activity in, the industry

in which the entity operates. For example,
analyzing inventory and related considers
son may be important for a manufacturing

company, but less relevant for a hotel man-
agement company: Likewise, the analysis

of oil OI' natural resources reserves or
the use of percentage of completion
accounting is relevant to only a handful

of industries.
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Analytical adjustments to
financial statements
Making analytical adjustments to amounts
reported in the financial statements of the

companies we rate traditionally has been an
integral part of our rating process. We make
analytical adjustments to better portray eco-
nomic reality and to level the reporting dif-
ferences among companies, e.g., to arrive at
measures we believe enable more meaningful
peer and period-over-period comparisons;
better reflect underlying economics; better
reflect creditors' risks, rights, and benefits;
and facilitate more robust financial fore-
casts. It is rarely possible to completely
recast a company's financial statements, but
making these analytical adjustments
improves the analytical relevance and consis-
tency of the financial ratios that we use in
our credit analysis.

(Although our adjustments revise certain
amounts reported by issuers under applicable
accepted accounting principles, that does not
imply that we challenge the application of

said principles by the issuer, the adequacy of
its audit or financial reporting process, or the

appropriateness of the accounting basis used
to fairly depict the issuer's financial position
and results for other purposes. Rather, our
methodology reflects a fundamental differ-
ence between accounting and analysis. The
accountant necessarily must find one number
ro use in presenting financial data. The ana-
lyst, by definition, picks apart the numbers.
Good analysis looks at multiple perspectives,
then uses adjustments as an analytical tool to
depict a situation differently for a specific
purpose or to gain another vantage point.)

Examples of common adjustments include:
Trade receivables sold or securitized;
Hybrid securities;
Surplus cash and "near cash" investments;
Capitalized interest;

Share-based compensation expenses;
Captive finance activity; and
Asset retirement obligations.
(See "Ratios And Adjustments" chapter

for oz full list and discussion.)

changes in accounting and disclosure stan-
dards, and other legislation affecting infor-

mation included in financial reports.
Accounting changes should not have any
direct impact on credit quality unless they
reveal new information about a company,
which then needs to be factored into our
understanding of the company. (For example,
the ratings for a few U.S. companies were
lowered following the implementation of
new accounting for retiree medical liabilities
in the early 1990s, because little information

was previously available about these obliga-
tions.) However, accounting changes can
produce indirect effects. These include trig-
gering of financial covenant violations; regu-
latory or tax consequences; or adverse
market reactions as a result of changes in
market sentiment about the company's

apparent leverage, profitability, or capitaliza-
tion; and, accordingly, can even influence
changes in business behavior.

Consider the example of U.S. accounting
standard SFAS No. 158, which requires full
recognition of pensions and other postretire-
ment obligations (e.g., retiree healthcare) on
the sponsoring employers' balance sheet.
Because we have long reflected an issuer's full

postretirement liability by virtue of our
adjustments to leverage and capitalization
ratios, the adoption of this pronouncement
has no direct ratings implications. However,
the potential ancillary effects could be equally
important to our consideration: As a result of
the new standard, many companies will
report substantially lower shareholders' equi-
ty and will appear more leveraged-and
could affect dividend policies. In addition,

many employers are changing the structure
and funding levels of their postretirement
plans as a consequence of changes in legisla-
tion and accounting standards, resulting in
potential changes to amounts and timing of
related cash flows.

Another example of changes in accounting
standards that caused pronounced behavioral
shifts: SFAS No. 123R, requiring the expens-
ing of stock-options and other share-based

payments. In anticipation of that change,
many companies chose to accelerate the vest-
ing of employee stock options in the year prior

to adoption. The effect of such acceleration

Changes in accounting standards
As part of our surveillance process, we moni-
tor the potential impact of recent and pending
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was to move compensation expense that
would have been recognized in 2006 and
future years to a pre-adoption year. (Such
recognition was not required; only pro forma

footnote disclosure of the expense was
required under pre-SFAS No. 123R rules.) In
addition, many companies have reconsidered
their use of share-based pay as a result of the
expensing requirement, and have made
changes to their employee compensation
plans-resulting, for some, in real changes to
cash flows

Information risk, restatements. and
disclosure of significant events
To the extent we believe information risk

exists. it can influence our decision to main
rain a rating, assign a rating in the first place
or the level of the rating assigned. In cases
where the information risk is so significant
that it precludes meaningful analysis we
would decline to assign a rating, or, where a
rating is already assigned, withdraw or Sus
pend that rating

However, we ordinarily rely on the issuer's
audited financial statements and the inherent

checks and balances in the financial reporting
process. Our analytical process does not
include an audit, nor does it include a process
of "verification

A rating can sometimes be assigned even in
the absence of audited financial statements

This especially is the case when a new com
party is formed from a division of another

company that did produce audited financial
statements. In other cases, there may be
unaudited data-such as oil-production
data-that corroborates company results

Further. much additional information that
is provided to us by management is unaudit
ed, including preliminary financial data
quarterly financial statements, projections
operating data, pro-forma financial state

merits. cash flow data. and various scenario
analyses, to name a few. We incorporate such
data at our discretion, making judgments
about the reliability of each input

There have been many situations-especially

recently where rated companies have delayed
filing their financial reports for various Rea

sons, sometimes for significant periods of time.

Such reporting delays, too, require judgment

regarding the implications, if any, for credit
quality. We have no monolithic approach to

such situations. rather. additional interaction
with the company is required, as part of our
surveillance process during the period in which
formally issued and audited financial state
merits are lacing. Our interaction includes

determining the cause for the delay and paten
rial consequences, obtaining interim financial
reports, discussing how the company is
addressing ensuing regulatory or covenant

matters, discussing liquidity prospects, and
internal control matters, among others

Filing delays happen for many reasons: In
some cases, because of a restatement of prior
year financials; in others, from a review of an
alleged financial-statement irregularity, or
issues discovered with a company's internal
controls process

In any event, we are cognizant that
lengthy reporting delays can result
adverse regulatory reactions and covenant
compliance uncertainty. Delays, restate
merits. material weaknesses. and related
investigations also can lead to other adverse
results, such as auditor changes, personnel
changes, lawsuits, management distraction

increased compliance costs, and challenges
in accessing the capital market-the impact
of which must be closely evaluated in our
ratings process. The impact these events
have on a rating depends on the unique facts
and circumstances of each case

With respect to violation of covenants, a
liquidity crisis could result. Technical and
actual defaults (including cross defaults)
require waivers under debt agreements, and
sometimes result in a company receiving a
notice of default. Sometimes the question of
whether or not a filing delay results in a
default is not immediately clear when the
delay is announced, or during the period of
delay. In some cases, detailed information
may not be available for some time, and we
will react as we deem appropriate, based on
our analysis of the best available information
through Credit\Vatch actions and intermedi

ate rating changes, or-in extreme cases
withdrawal of the ratings

In general, the impact of the instances
involving financial-statement irregularities is

hard to predict. The underlying reality can
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range from an almost trivial problem to a
complete audit and financial failure.

Occasionally, a small problem can turn into a
large one, as headline risk takes a toll on the

company's access to financing. We critically
weigh how pervasive these issues are, how
they affect the enterprise's reputation and its
ability to conduct future business, and broad-

ly how proactively management and the
board approach resolution to these matters.

flow adequacy is typically the single most crit~
kcal aspect of credit rating analysis.

Cash Flow Adequacy

Measuring cash flow
Discussions of cash flow often suffer from
lack of a uniform definition of terms. Our

analysts use numerous cash flow measures in
the credit decision process, and the terms we
use to define specific cash flow concepts are
summarized here.

We begin to measure an issuer's operating
cash flow generation using its hinds from
operations (FPO), which is defined as net
income from continuing operations adjusted
for depreciation, amortization, and other
noncash and nonrecurring items such as
deferred taxes, write-offs, gains and losses on
asset sales, foreign exchange gains and losses
on financial instruments, and undistributed
equity earnings or losses from joint ventures.

The availability of cash for debt service for
companies on a high growth spurt is ordinarily
better appreciated after backing out the
changes in worldng capital, and arriving at the
operating cash flow (OCF). The use of the
FFO metric for some regulated utilities, for
instance, can be misleading as it does not cap-
ture the variation in regulatory assets or liabiliy
ties. In Brazil, for example, tariffs are revised

only annually: the time gap between when the
actual cash revenues or costs occur and the
recognition in the income statement is substan-
tial and might affect different fiscal years.

Similarly for worldng capital-intensive indus-
tries such as retailing, OCP may be a better
indicator of the firm's actual cash generation.
Worldng capital, on the other hand, could be
managed or manipulated by management

depending on its liquidity or accounting needs.
Accordingly, FFO has been frequently used as a
comparative indicator of cash from operations.
As OCP tends to be more volatile, FPO is often
used to smooth period-over-period variation in

working capital, It is used as a better proxy of
recurringcash flow generation rather than the
actual cash flow generated by the ability to
manage working capital.

By deducting capital expenditures from

OCF we arrive at free operating cash flow
(FOCF), which can be used as a proxy of a
company's cash generated from core opera-

tions. We sometimes exclude discretionary

Cash flow analysis focuses on understanding
and forecasting how cash is generated and
spent by a business. It incorporates identify-
ing a company's cash flows, determining
trends and sustainability, distinguishing oper-
ating from investing and financing flows, and
understanding potential sources of distortion
and future volatility.

All this must be considered in the context

of a company's individual characteristics,
such as, where it is in its life cycle. The ability
to generate cash is determined by a firm's
business prospects-competitiveness, market

dynamics, economic environment, etc., while
its need for cash is a consequence of the bal-
ance-sheet structure, management's financial
strategy, and strategic needs.

An enterprise's capacity to pay debts or
any other obligation, the core underlying
concept of a credit rating, is determined by
the ability to generate cash-not earnings,
which is an accounting concept. Although
there is generally a strong correlation
between operating cash flow and profitabili-
ty in the long run, many transactions and
accounting entries may affect one and not
the other during a specific period.
Aggressive accounting policies, for example,
regarding revenue and expense recognition,
asset write-downs, or adjustments to depre-
ciation schedules, can have a material
impact on earnings and none whatsoever on
actual cash generation.

Liquidity pressures can arise even when a
company reports robust earnings-e.g., when
gains not realizable in cash for a lengthy peri-

od comprise a significant component of earn-
ings or where the enterprise faces large capital
expenditure requirements. Accordingly, cash
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Potential distortions affecting cash flows

Distortions to cash flow may arise from
timeliness of income or expense recognition,
classification of items, and other accounting
issues. For example, the period in which
companies choose to recognize income and

expenses (such as the charge-off of uncol-
lectible items, asset disposals, repairs and
maintenance, etc.) depends on applicable
GAAP, which may be subject to estimates
and management's discretion.

Because cash flow is an indicator of a
company's health and prospects, there is a
bias to enhance apparent cash generation by
treating cash inflows as operating in nature,
and cash outflows as investing or financing
in nature. But loose classification of flows

into operating, investing, or financing can
distort their true nature. Classification of
investments as trading, available-for-sale, or
held-to~maturity dictates if related cash-
flows are treated as operating or investing.
Operating margin hedging program results
are treated as financing-while they reflect
operational strategies.

Another source of distortion is translation of

foreign~currency. Swings in working capital
may only reflect the volatility of the foreign cur-
rency, and not the actual cash in the original
currency. We would prefer to analyze working
capital in the original currency-and reflect
translationeffects in a separate cash-flow entry

capital expenditures for capacity growth
from the FOCF calculation, but in practice,
it is often difficult to discriminate between
expansion and replacement, And, while

companies do have some flexibility to man~
age their capital budget to weather down
cycles, such flexibility is generally tempo-
rary and unsustainable in light of intrinsic
requirements of the business. For example,

companies can be compelled to increase
their investment programs because of strong
demand growth or technological changes.
Regulated entities (e.g., telecommunication
companies) might also face significant
investment requirements related to their
concession contracts.

We calculate a company's discretionary
cash flow by subtracting cash dividends
(including to minority interests) from FOCF.
The discretion in dividend pay-out will
depend on a company's financial strategy.
Companies with aggressive dividend pay-out
targets might be reluctant to reduce the level

of dividends even under some liquidity pres~
sure. In addition, dividends of investment-
grade companies are less likely to be reduced
following some reversals-although they

ultimately are discretionary.
Finally, cash used for acquisitions and/or

received from asset disposals and other mis-
cellaneous sources and uses of cash are sub-
tracted or added to discretionary cash flow,
and refinancing cash flow is the end result.
This metric represents the extent to which a
company's cash flow from all nonfinancing
sources has been sufficient to cover all inter-

nal needs, including the payment of divi-
dends. We then reconcile refinancing cash
flow to various categories of external financ-
ing activity, such as borrowing or repayment,
equity issuance, and to changes in the compa-

ny's cash balances.
While EBITDA is a widely used indicator

of cash flow, it has significant limitations.
Because EBITDA derives only from income
statement inputs, it can be distorted by the
same accounting issues that limit the use of

earnings as a basis of cash flow. Besides,
EBITDA overlooks balance sheet items that

might be tying or freeing up cash. It is better
suited for more established companies, espe-
cially in relation to industry benchmarks.

Cash flow ratios
Analysts are encouraged to look at more than a
single measure, to develop several perspectives.
A company's individual characteristics and its
business cycle will be better captured in certain
ratios than in others.

Where long-term viability of a company is
more certain (i.e., for more highly rated cred-
its), there can be greater analytical reliance on
FFO and its relation to total debt burden. In

addition, more established, healdiier companies
usually have a wider array of financing possibil-
ities to cover potential short-term liquidity
needs and to refinance upcoming maturities.

For more marginal situations, the focus shifts to
free cash flow-after the various uses have been

subtracted-and this is more directly related to
current debt service. Some of the cash-flow
metrics most used by our analysts include:
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Debt payback ratios

l

I

Funds from operations (FPO)/total debt:
the most frequently used credit measure in

industrial ratings;
Operating cash flow (OCT)/total debt: cap-
tures working capital requirements;

Debt/EBITDA: used as a proxy of debt
repayment capacity for high-yield issuers; it
can overstate repayment capacity by
excluding interest burden-usually high for

speculative ratings;
Total debt/discretionary cash flow: pro-
vides an indication of how many years
would be required to repay outstanding

debt using current cash flows, but is sub~
sect to changes in dividend policy;
Free operating cash flow (FOCF)/total

debt: indicates a company's capacity to
pay debt with internal operating cash flow;
it is more critical when analyzing weaker
companies, because speculative-grade

issuers typically face near~term vulnerability
ties that are better measured by free cash

f low ratios.

Interpretation of ratios is not straightfor-
ward, and careful analysis always is

required, because a similar ratio might lead
to different conclusions, depending on com-
pany specifics. A company serving a Iow-
growth or declining market may exhibit
relatively strong free cash flow because of
diminishing fixed and working capital

needs. Growth companies, in contrast,
exhibit thin or even negative free cash flow
because of the investment needed to support
growth. For the low-growth company, credit
analysis weighs the positive, strong current
cash flow against the danger that this high

level of protection might not be sustainable.
For the high-growth company, the opposite
is true: Weighing the negatives of a current
cash deficit against prospects of enhanced
protection once current investments begin
yielding cash benefits.

There is no simple correlation between cred-
itworthiness and current levels of cash flow.
Even for peer companies with very similar
cash How coverage ratios, the rating outcome
can be very different, depending on their other
business and financial characteristics.Debt service ratios

EBITDA/interest expenses: useful because

of its simplicity, wide usage, and industry
reference (peer comparisons, financial
covenants, etc.);
FOCF + interest expenses/interest expenses:
similar to the EBITDA/interest ratio, but
more comprehensive (after taxes, working
capital and capital expenditure) and with

lower potential for distortions;
FOCF + interest expenses/interest expenses
+ 12-month debt maturities: measures the
ability to pay interest and principal out of
free cash flow; more appropriate for proj-
ects and entities with amortizing debts.

Financial flexibility ratios
FPO/capital expenditures: indicates a com-
pany's internal flexibility to meet its capital
budget;

Capital expenditure/depreciation expense:
a low ratio (typically, less than 100%)
could indicate problems in the rate of
replacement of plant and equipment-a

strong ratio may indicate high-growth
industries, and is needed to keep up with

the competition.

Balance Sheet And
Asset Protection
The main ratio we use for leverage analysis is
total debt/total debt + equity.

W hat is considered "debt" and "equity"
for the purpose of ratio calculation is not
always so simple, and requires extensive
analytical input. Our computation of total
debt includes various off~baiance sheet lia-
bilities and analytical adjustments, as noted
in the section on cash flow analysis.
Similarly, the amount of equity is adjusted
for hybrid securities in all their variations.

(See Hybrid instruments section o f
"Ratios And Adjustments" chapter for our

adjustments and how we calculate them)
We sometimes calculate supplemental

ratios that incorporate the market value
equity. These can have especial relevance in

comparing companies with significant intan-
gible assets. Traditional measures focusing
on long-term debt have lost much of their
significance, because companies rely increas-

ingly on short~term borrowings. It is now
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the debt may be so large in relation to the
owner's investment that the incentives to sup-
port the debt are minimized. In virtually all
cases, however, the company likely would

invest additional amounts before deciding to
abandon the venture. Accordingly, adjust-
ments would be made to reflect the owner's
current and projected investment, even if the
debt were not added to the (parent) compa-
ny's balance sheet.

More fundamentally, the nature and valua-
tion of a company's asset mix is critical to
determining the appropriate leverage for a
given level of risk. Assets with stable cash
flow or market values justify greater use of
debt financing than those with clouded mar-
ketabiiity. For example, grain or tobacco
inventory are viewed positively, compared

with apparel or electronics inventory; trans-
portation equipment is viewed more favor-
ably than other equipment, given its
suitability for use by other companies.

Accordingly, we believe it is critical to ana-
lyze each type of business and asset class in
its own right. While FASB and IS now
require consolidation of no homogenous
business units, we analyze each separately.

This is the basis for our methodology for
analyzing captive finance companies.

commonplace to find permanent layers of
short-term debt, which finance not only sea-
sonal working capital but also an ongoing

portion of the asset base.
Generally, we do not net out cash from the

debt amount; however, we adopt a "net

debt" approach in some situations, especially
in countries (such as Japan and in Europe)

where local practice is to maintain a large
portfolio of cash and marketable securities.
(In these situations, we also focus on cash
flow to net debt.) Each situation is analyzed
on a case~by-case basis, subject to additional
information regarding a company's liquidity
position, normal working cash needs, nature
of short~term borrowings, and funding phi-

losophy. Funds earmarked for future use,
such as an acquisition or a capital project, are
not netted out. This approach also is used in
the case of cash-rich U.S. pharmaceutical

companies that enjoy tax arbitrage opportu-
nities with respect to these cash holdings.

In the case of hybrid securities, too, the

analysis is based on their specific features-not
the accounting or the nomenclature. For debt
that is convertible at the discretion of the
investor; depending on the future value of the
common shares, it would be somewhat pre-

sumptuous for us to predict whether and when
conversion will occur, so we ordinarily give lit-
tle, if any, weight to the conversion potential.

Original-issue discount debt, such as zero

coupon debt, is included at the accreted
value. However, since there is no sinking fund
provision, the debt increases with time, creating
a moving target. (The need, eventually, to
refinance this growing amount represents

another risk.)
Nonrecourse debt is often included in the

calculation; moreover, even nonrecourse debt
of a joint venture may be attributed to the
parent companies, especially if they have a
strategic tie to the operation. The analysis
may burden one parent with a disproportion-

ate amount of the debt if that parent has the
greater strategic interest or operating control
or its ability to service the joint-venture debt

is greater. Other considerations that affect a

company's willingness to walk away from
such debt--and other nonrecourse debt-
include shared banking relationships and
common country location. In some instances,

Asset valuation
Knowing appropriate values to assign a
colnpany's assets is key to our analysis.
Leverage as reported in the financial state~
merits is meaningless if due assets' book values
are materially undervalued or overvalued rel-
ative [0 economic value.

We consider the profitability of an asset as
an appropriate basis for determining its eco-
nomic value. Market values of a company's
assets or independent asset appraisals can
offer additional insights. However, there are
shortcomings in these methods of valua-

tion--just as there are with historical cost
accounting-that prevent reliance on any
single measure. (Similarly, using the market

value of a company's equity in calculations
of leverage has its drawbacks. The stock
market emphasizes growth prospects and

has a short time horizon; it is influenced by
changes in alternative investment opportuni-

ties and can be very volatile. A company's
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ability to service its debt is not affected

directly by such factors.)

The analytical challenge of which values

to use is especially evident in the case of

merged and acquired companies.

Accounting standards allow the acquired

company's assets and equity to be written

up ro reflect the acquisition price, but the

revalued assets have the same earning

power as before; they cannot support more

debt just because a different number is used

to record their value. Right after the trans-

action, the analysis can take these factors

into account, but down the road the picture

becomes muddied. We attempt to normalize

for purchase accounting, but the ability to

relate to pre-acquisition financial state~

merits and to make comparisons with peer

companies is limited.

Presence of a material goodwill account

indicates the impact of acquisitions and

purchase accounting on a company's equity

base, Intangible assets are no less "valu-

able" than tangible ones, but comparisons

are still distorted, because other companies

cannot record their own valuable business

intangibles, i.e., those that have been devel-

oped, rather than acquired. This alone

requires some analytical adjustment when

measuring leverage. In addition, analysts

are entitled to be more skeptical about

earning prospects of an acquisitive compa-

ny when these rely on turnaround strategies

or "synergistic" mergers.

expected to be refinanced with debt once an
issuer becomes a taxpayer. Preferreds that
can be exchanged for debt at the company's
option also may be viewed as debt in antici-

pation of the exchange, However, the analy-
sis also would take into account offsetting
positives associated with the change in tax
status. Often the trigger prompting an
exchange or redemption would be improved
profitability. Then, the added debt in the
capital structure would not necessarily
imply lower credit quality. The implications
are different for many issuers that do not
pay taxes for various other reasons, includ-
ing availability of tax-loss carry-forwards or
foreign tax credits. For them, a change in
taxpaying status is not associated with bet-

ter profitability, while the incentive to turn
the preferred into debt is identical.

Auction preferreds are even more prob-
lematic, given that the holders of these pre-

ferreds would pressure for redemption in
the event of a failed auction or even a
rating downgrade.

Preferred stock
Preferred stocks can qualify for treatment as
equity or be viewed as debt-or something
between debt and equity--depending on
their features and the circumstances.
Preferred stocks with a maturity receive
diminishing equity credit as they progress
toward maturity.

Preferred stock that may eventually be
refinanced with debt is viewed as a debt
equivalent, not equity, all along. While
"perpetual" on the surface, these securities

often are merely a temporary debt alterna-
tive for companies that are not current tax-
payers, until they once again can benefit
from tax deductibility of interest expense.

Redeemable preferred stock issues may be

Liquidity
Gradual erosion in a company's fundamentals

can ultimately lead to liquidity problems. Yet,
even a company with a solid business position
and moderate debt use, can, when faced with
sudden adversity, experience an actual or
potential liquidity crisis, or an inability to
access public debt markets. Possible causes of
such adversity include:

A dramatic setback in the business caused
by, for example, a crisis in consumer
confidence, such as the precipitous market
downturn following the terrorist attacks of
Sept. 11, 2001. In particular, this event had
a significant negative impact on the airline
and travel~related industries.

# A large, adverse litigation judgment.

I Real or alleged management impropriety,
including accounting abuses such as those
at Enron Corp. in 2001, and Tyco
International Ltd. in 2002.

i Large derivatives or trading losses.
I Sovereign intervention, for example, in the

form of foreign currency controls, controls

on bank deposits, or pricing controls, such
as those in Argentina in 2002.
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We consider the challenges a company con

fronted by a shock or triggering event would

face concerning its ousting debt maturities, its

ability to make internal adjustments to maid

mize near-term cash generation, and its access

to external sources of liquidity and capital

Analyzing a company's ability to cope with

such extraordinary challenges is a matter of

assessing its liquidity or its options under stress
Our analytical focus here is on the down

side: whether the company can meet its obi
nations on a rainy day, rather than just under

the expected circumstances. Speculative-grade

issuers are more susceptible to liquidity crises

which. in their situations. can stem from

upcoming interest and principal payments

financial covenants, and availability on

revolving credit facilities
In the context of a liquidity crisis, a cornea

my's business position cannot be considered a

constant: The nervousness of customers and/or

suppliers might impair due company's compete

five standing, contributing to a downward spy

rel in its fortunes. Industrial companies with
finance operations may be particularly vulnera

be, given the funding required for such opera
sons. Companies wide trading operations are

doubly vulnerable, given the risk-averse inch

nation of trading counterparties, coupled with

heavy funding needs

Often. the effect of such adversities is com

pounded by the triggering of contingent pro
visions included in credit lines. bond

indentures, counterparty agreements, or aper

acting agreements. Triggers can change minor
adversity into a major crisis for the company

(and, as such, we do not view ratings or
other triggers favorably). These provisions

take many different forms, with the trigger

based on rating downgrades, the violation of

financial benchmarks or ratio levels. "maters

al adverse changes" (as interpreted by

creditor), share price declines, or ownership

changes. They may set off default, accelera
son, put, or collateralization requirements

In any event, the starting point of liquidity

analysis is the maturity schedule for debt and

other long-term obligations. Near-term math

cities include commercial paper; sinking fund

payments and final maturity payments of

long-term debt; borrowings under bank cred-

it facilities with approaching expiration

dates; and mandatory redemptions of

feared stock. Other significant financial obi

nations may also need to be considered, for

example, lease obligations, contingent obi

nations such as letters of credit, required

pension fund contributions, postretirement

employment payments, and tax payments

Even when analyzing highly creditworthy

companies, it is necessary to be aware of the

overall maturity structure and potential for

refinancing risk

Cash is king

The best sources of liquidity are surplus cash

and near-cash on the balance sheet. This

includes cash in the bank, cash equivalents
and short-and long-term marketable secure

ties. (Indeed, we also look to some companies

to maintain high cash balances against paten

rial liquidity crises; these include bonding
requirements in the case of U.S. cigarette

companies, and cyclical reversals in the

of capital intensive manufacturers, such a the

automobile companies.)

Of course, not all cash is surplus. Virtually
every company has some base amount of

cash necessary for day-to-day operations

which may be quite large, if the company is

subject to wide swings in working capital

Companies with seasonal borrowing needs
may build up large cash balances for use Dur

in the seasonal peak

Additionally, restricted cash (disclosed sep

irately) is unavailable for everyday funding

and should not be factored into a liquidity

analysis, because these funds have been set

aside to satisfy a specific obligation. A

subsidiary's loan agreements can also restrict
dividends and upstream advances. This poses

a problem for a holding company that would

rely on such dividends or upstream loans to

access cash at the subsidiary level
Bank overdrafts should also be deducted

from available cash balances. Offshore cash

may be subject to a repatriation tax, in which

case it should be discounted accordingly. For

companies in emerging markets, it is imper

tent to consider whether the company's liquid

asset position is held in local government

bonds, local banks, or local equities, and

whether the issuer will have access to these

assets at times of stress on the sovereign
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To fully benefit from cash and near-cash
holdings from a liquidity perspective, these

assets must be readily accessible and available
to support the company's immediate needs

Sometimes the company may not have free
access to all the cash shown on the console
dated balance sheet. For example, offshore
cash may not be available for a few business

days-especially if it has to be converted
from a foreign currency

Continued deferral of spending may make the
company less competitive and more prone to

operational problems. Additionally, beyond a
certain point, management might rationally
conclude that seeking protection from credo
tors through a bankruptcy filing would be
preferable to permanently impairing the busy

ness by neglecting capital spending

Curtail ing operations with negative
cash f low and divestitures

Discrete business units or product lines that
are performing poorly or in a start-up mode

could be suspended. Shutdown costs must be
netted against the ongoing cash savings
Again, the implications of such actions for
the business must also be weighed

A company may choose to sell entire aper
actions or lines of business to raise cash
These could include underperformers as well
as strong businesses. Additionally, we consid
Er the company's ability to realize value in
light of market conditions for such assets
including the availability of interested buy
ere, as well as the likely time period for
effecting transactions. Assets sold in a fire

sale often do not recapture their full value
Dumping large blocks of stock may depress
their value

Asset sales may have mixed implications
for the remaining business mix. For example
the sale of a profitable, cash-generating aper
action that had been the company's best busy
ness could have a negative impact on the
company's business risk profile
Alternatively, a money-losing unit with heavy
capital requirements could improve the busy
ness risk profile while bringing in some much
needed cash

Dividend deferrals offer a quick source of
cash savings. But, dividend cuts often are vis
idle signals of distress, and the negative per
caption in the capital markets that may result
must also be considered: At the very least
such actions may hinder further equity
issuance. Additionally, extended deferral of
preferred dividends may create a growing

liability on the balance sheet

Other internal sources of liquidity
Any company faced with severe liquidity pres
sores can be expected to make internal adjust
merits to maximize near-term cash How
Considering a company's flexibility to do so is
an extension of normal cash How analysis
There are several possible options for doing this

Cash can be extracted from working capt
tal by monetizing receivables through factor
in or securitization, liquidating unneeded
inventories, or stretching out payments to

suppliers. However, if, for example, no fac
taring or securitization facilities are already
in place, these may take several months to
establish. If aggressive discounting is nieces
say to sell inventory quickly, such liquids
sons could have severe implications for the

company's future pricing power and brand
image. In stretching payment terms to supply
ere, the company runs a risk of spreading
alarm about its situation and. ultimately
making suppliers unwilling to ship goods

Companies generally have some flexibility
ro reduce capital expenditures from planned
levels, at least temporarily. As such, we look
at maintenance, rather than discretionary
capital spending plans. Maintenance capital

spending may include plant refurbishing, and
ordinary repair work and is necessary for the
company to sustain normal operations
Pollution control projects needed to meet reg

ulatory requirements have little deferral
potential. Presumably, expenditures related to
growth initiatives could be put on hold, and
are discretionary in nature. In any case, it

take some time to reduce expenditures
to the maintenance level if the company had
already entered into contractual commitments
related to its planned investments

The business implications of reducing capt
tal spending must also be considered

Enema! sources of Eiquidity
A company's ability to tap external sources of

funding may be jeopardized when it is overly
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concerns about a declining credit, the market
can be spooked by unwarranted fears. For
example, Columbia Gas Systems Inc. unex
pectedly filed for bankruptcy protection in

1991 because of onerous natural gas take-or
pay obligations. Suddenly, other natural gas

pipeline companies, many of which had mini
mal take-or-pay exposure, found it difficult to
sell commercial paper.

Backup liquidity
Given the commercial paper market's acute
sensitivity to credit quality, and the speed with

which confidence can be lost, we consider it
prudent for companies that issue commercial
paper to make arrangements in advance for
backup sources of liquidity. Backup liquidity

protects a company from defaulting if it is
unable to roll over maturing paper with new
notes because of shrinkage in the overall com
mercia paper market, or an issuer's inability
to access the commercial paper market
because of company-specific issues

Backup for commercial paper generally is

provided by committed credit facilities, yet
sometimes may take the form of excess cash

that is specifically committed for this purpose
(For a discussion of our commercial paper

backup policies, see "Commercial Paper ")

reliant on one source of financing. In general
a company experience with different final
coal instruments and capital markets gives
management alternatives if conditions in a
particular market suddenly sour

Company size and recognition can play a

role in whether it can raise funds in the pub-
lic debt markets, Similarly, a company's role
in the national economy-particularly out
side the U.S.-can enhance its access to bank
and public funds. Large issuers in a relatively
small country often are favorably positioned
to attract financing from that country's
banking system. External sources of liquidity,
including commercial paper, bonds, bank
credit facilities, and equity issuance are
discussed below

Of all the sources of debt funding, com
mercia paper is the least reliable. Use of
commercial paper ro fund short-term assets
(typically, inventory and receivables) or as a
small component of a company's long-term
funding is fairly common. However; when
faced with severe adverse circumstances
companies often will not be able to roll over
outstanding commercial paper as it

matures--let alone raise additional sums
Typically, only companies viewed as having

a strong credit standing can access the mar
kef. The market for commercial paper rated
A-2' or lower is much smaller than the mar
kef for that rated 'A-1' or 'A-1+', in part
because of SEC regulation 2(a)7, which
severely restricts holdings of lower~rated com
mercia paper by U.S. money market funds
The U.S. market for commercial paper rated
A-2' or lower in 2007 was estimated to total

about $72 billion, compared with the
approximately $1.7 trillion of 'A-1' and
A-1+' paper outstanding. Moreover, the
A-2' market is subject to significant pressure

during credit crunches
When market fears build regarding a par

titular issuer, the term of commercial paper
the issuer can place typically shrinks to a few
days, thereby heightening refinancing risk
Market confidence can be lost very quickly

This was evident following Altria Inc.'s loss
of access to the commercial paper markets
following an unfavorable verdict and $12 Bil
lion bonding requirement in the Price class

action lawsuit. And. in addition to legitimate

Bonds
The public bond market is far less risk
averse than the commercial paper market
Most investment-grade companies in the
U.S. can gain access to the public debt mar
kef for a new bond issue at a reasonable
rate. In other, less-developed countries, the
public bond market may at times become
inaccessible for even the most creditworthy
companies (e.g., South Korea in early
2001). Placing debt is easiest for a company

that has regularly tapped the market and
that can issue debt in large amounts--there
by providing investors with a more liquid
secondary market

Although the market for speculative-grade
debt is very large, this market is much more

volatile. Speculative-grade companies, esp
sally those on a deteriorating trend, may

well have only intermittent access to this
market, depending on market sentiments and
liquidity. There have been times when even
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CCC'~rated debt found ready buyers, but
there have also been periods when the entire

junk bond market was effectively shut down
Whatever the general market conditions

even investment-grade companies may have
difficulty issuing public debt if one of the

types of shocks discussed above has
occurred. In theory, a company should be
able to issue debt at some price, but in proc

tice, debt issuance may well not be feasible
if there is considerable uncertainty in the
market about a company's situation and
underwriters are therefore, understandably
nervous about undertaking a transaction on

behalf of the company
The price of outstanding bonds may be a

good gauge of market sentiments-although
technical factors can also influence pricing
Obviously if existing bond spreads have

widened significantly relative to the market
and are responding wildly to the day-to-day

developments at a company, prospects for an
additional public debt issuance are poor
(We monitor bond spreads as part of our
ongoing surveillance.) The bond market has
also been inaccessible during periods of
overall market uncertainty following co

comic weakness, political changes, and
terrorism actions or threats

than an invitation to do business at some

future date, and are given little to no credit in
our liquidity analysis

The strongest facilities are those that are in
place and confirmed in writing, or committed

facilities. In the U.5., fully documented
revolving credits represent such contractual

commitments. In the absence of a contractual
commitment, payment for the facility
whether by fee or balances-is important
because it generally creates some moral com
fitment on the bank. Generall a solid busy
ness relationship is key to determining

whether a bank will stand by its client
Dependence on just one or a few banks

heightens risks. Apart from the possibility
that the bank will not have adequate capacity
to lend, it also may not be willing to lend to
the issuer: Having several banking relation
ships diversifies the risk that a single bank

will lose confidence in the borrower and hest
Tate to provide funds

Although less common anymore, in some
cases, companies establish separate credit

agreements with each of their banks, which
can make it unwieldy to quickly renegotiate

terms of the agreements in a crisis. A group of
lenders having pre-established lending com
fitments under a common credit agreement is
generally more practical, effective, and pre
dictable. Even here, though, some features of

the agreement could greatly hinder the Rene
gotiation process-for example, a require
went that the agreement can be modified only
by unanimous consent

Concentration of banking facilities also
tends to increase the amount of an individual
bank's participation. As the amount of the
exposure increases, the bank may be more
reluctant to meet its commitment. In Addi
son, the potential requirement of high-level

authorizations at the bank for the release of
funds could create logistical problems for the
issuer in quickly accessing funds. On the

other hand, a company will not benefit if it
spreads its banking business so thinly that it

lacks a substantial relationship with any of its
banks. We expect banks themselves to be

financially sound, and do not favorably view
marginally investment~grade banks

As with any source of debt funding, the Ana

last must consider the term structure of bank

Bank credit facilities
Bank credit generally is a company's most
reliable source for debt capital. When a
company loses access to the commercial
paper and public debt markets, banks are
often the lenders of last resort. It is typical
for banks to provide a portion of a healthy
firm's company's regular financing
Speculative~grade companies have also
accessed these markets more frequently in
lieu of traditional public subordinated debt

offerings. In some countries (including
almost all less-developed markets), banks
are the major source of capital for both

short-and long-term needs
Banks offer various types of credit facilities

that differ widely in the commitment to
advance cash under all circumstances

Weaker forms of commitment, although less
costly to issuers, give banks great flexibility

to redirect credit at their discretion. For
example, uncommitted lines are little more
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credit facilities. Reliance on short~term facilities
poses obvious risks. Even multiyear facilities
will provide commitments for only a short time
as the end of their terms approaches. We close-

ly monitor a company's efforts to arrange for
the continuation of its banking facilities well

before they lapse. In normal situations, bank
facility expirations may be viewed as "soft"
maturities because the facilities are routinely
renewed. But, if the company is under stress
and the banks have lost confidence in the com-
pany's prospects, the banks might use the expi-
ration. to demand repayment.

example, the lenders' strategies change and
they wish to reduce their exposure ro the
borrower, or if a company is unable to meet
its financial forecasts that were used as a
basis of setting these covenants.

Violation of covenants in public debt issues
always is serious, given the cumbersome pro-
cedure the company must follow to obtain
waivers or to modify the covenants. In all
cases, it is important to monitor the perform-
ance of a company against its most restrictive
financial covenants. (We obtain bank loan
covenant compliance reports directly from
issuers, given the nonpublic information
needed to compute the covenant values.)

Material adverse change (MAC) clauses
represent another form of trigger. Remedies
include the full range of possibilities that also
apply to financial covenants. The vague defy

notion of such clauses leaves much discretion
to lenders. Still, cases of MAC clauses actual-
ly being invoked against corporate borrowers

are extremely rare. The bank's reputation
would suffer if it was not judicious in invok-
ing the clause--and it would be subject to lit-
igation. There undoubtedly have been
instances, though, when companies have been
dissuaded from tapping their credit facilities

by the threat of a MAC clause being invoked.
Springing liens also can be problematic

regarding financing flexibility. Sometimes,
lenders may require the company to post col-
lateral after a downgrade-which is provided
for in the loan documentation. When assess-
ing the impact of a springing lien, we consid-
er how close the company is to the trigger;
for example, if the company is rated 'BBB-'
with a negative outlook, it is pretty close to a
lien that goes into effect upon dropping to
speculative grade. (With respect to recovery
analysis, we always assume that a springing

lien has been activated. The context for
recovery analysis is a default scenario-and
we assume that the trigger would have been
breached in advance of default.)

Financial covenants and triggers
In assessing a company's access to bank capi-
tal and other sources of debt financing, the
analyst must consider triggers that can block
access to additional funding, accelerate the
repayment of existing debt, or create a cross
default with other debt obligations. The most
common such triggers are financial covenants
in the form of ratio benchmarks. In certain
cases, investors may take comfort from

knowing that covenants (e.g., leverage tests)
impose discipline on an otherwise financially
aggressive management by prohibiting debt-
financed acquisitions and special distributions

to shareholders. In severe adversity, however,
tight covenants could imperil credit quality

by provoking a crisis with lenders if the
covenants are violated: the lenders would

have the discretion to accelerate the debt,
causing a default that might otherwise have
been avoided. Triggers may also be in the
form of credit rating changes themselves, for
example, a change in rating from investment
grade to non-investment grade.

In considering just how the issuer's risk
profile is affected by such provisions, the
key considerations are: How close the com-
pany is to the trigger thresholds; how severe

and immediate the consequences are; the
amounts involved; and how material the
amounts are in the context of the specific
company. Borrowing agreements, even of
creditworthy companies, are sometimes

structured with tight covenants. The initial
expectation is that lenders will routinely
renegotiate the terms as the issuer's circum-
stances change. Even here, though, the exis-

tence of covenants can beproblematic if, for

Equity issuance

In theory, equity issuance is another source
of capital; in practice, this source cannot be
relied on in a crisis scenario. The public

equity markets are extremely fickle. Selling
new common stock generally is feasible
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if the company is seen as having Ar
least decent prospects and the overall stock
market is favorable. Moreover, accessing
the common stock market may primarily
depend on management's willingness to
accept dilution. We therefore do not give

companies credit for potential equity
issuances until such transaction has
been completed

Selling preferred stock may be more
acceptable to management because this
avoids dilution of the common shareholders
earnings, but this usually is viable only if the
company's continuing ability to meet its pre
feared dividend requirements is apparent

Companies owned by other corporate or
government entities can seek fresh capital
from these owners Often a strong parent or
equity sponsor is available to provide much
needed capital during a liquidity crisis

The management factor

Finally, management's skill in coping with a
liquidity crisis can make the difference
between corporate life and death. Prudent
financial managers will

Avoid excessive short-term debt

Spread debt maturities over time
Maintain cordial relations and credibility
with banks, during bad times and good
Negotiate bank loan covenants with ample
cushion while the company is financially
strong
Anticipate potential covenant defaults
before they occur and renegotiate covenants
on a timely basis with the bank group
Maintain bank lines in excess of anticipate

ed needs, and begin negotiating renewals
well before expiration; and

Fully draw credit lines at the onset of
major difficulties. l
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Operating income before depreciation Operating income before depreciation and amortization/revenues

and amortization to revenues

EBIT/interestEBIT interest coverage

EBITDA/interestEBITDA interest coverage

FFO interest coverage FFO, plus interest paid, minus operating lease adjustment to

depreciation/interes t '

EBIT/average beginning Rf year and end of year capitalReturn on capital

FFO to debt FFo/debt

FOCF Lu debt FocF/debt

Discretionary cash flow/debtDiscretionary cash flow to debt

Net cash flow to capital expenditures lcapex) Net cash flow/capex

Debt (0 EBITDA DebVEBITDA

Debt/debt plus equityDebt to debt plus equity

'The mmeralor reflects FFO before interest paid. the denominator reflects interest expense.
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Debt Total short- and l0ng-term borrowings of the company (including

maturities), adjusted by adding a variety of on- and off-balance

sheet financing arrangements pursuant to our adjustment

methodology, and subtracting surplus cash, where applicable.

Borrowings are measured at amortized cost (including r measurement

upon change in ownership of the issuer). Foreign-currency

unhedged borrowings are measured at each period-end spot rate.

Discretionary cash flow

Dividends

Cash flow from operations minus cape, minus dividends paid.

Dividends paid to common and preferred shareholders and to

minority interest shareholders of consolidated subsidiaries.

EBIT A traditional view of profit that factors in capital intensity.

However, it also includes interest income, the company's share of

equity earnings of associates and joint ventures, and other recurring,

non-operating items.

EBITDA Operating profits before interest income, interest expense,

income taxes, depreciation, amortization, and asset impairment.

Excludes undistributed equity earnings of affiliates. While at

times EBITDA is considered a proxy for cash earnings, changes in

accounting make this increasingly an accrual-based earnings

measure The difference between EBITDA and operating income

before depreciation and amortization is in the adjustments we

make for operating leases, exploration expense, and stock-based

compensation Exploration expense is added back to EBITDA,

rather than being treated as an operating cost. The operating

lease adjustment to EBITDA increases for the implicit interest

component of rent expense, but not for the depreciation component.

Finally, the charge to earnings for share-based compensation is

reversed in calculating EBITDA

Equity

Equity hybrids

» i n -"_w."...»...-u u w- m

FOCF

Common equity and equity hybrids, and minority interest.

The portion of hybrid instruments attributed to equity pursuant to

our methodology for classifying such securities.

Cash flow from operations minus fzapex

FFO Operating profits from continuing operations, after tax, plus

depreciation and amortization, plus deferred income tax, plus

other major recurring noncash items

interest The gross amount of interest incurred (including amounts capital

ired), adjusted for charges related to items that we add to debt,

no subtraction of interest income, except where derived from

assets structurally linked to a borrowing.

FFO minus dividends,Net cash flow

Operating income before depreciation gr amortization A measure of operating profitability that excludes depreciation

and amortization, to partly neutralize capital intensity as a factor

when comparing the profitability of companies
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E n c o r p o r a t i n g  A d j u s t m e n t s
I n t o  T h e  A n a l y t i c a l  P r oc es s

Our analysis of financial statements begins
with a review of accounting characteristics to
determine whether ratios and statistics
derived from the statements adequately meas-

ure a company's performance and position
relative to both its direct peer group and the
larger universe of industrial companies. To
the extent possible, our analytical adjust-

ments are made to better reflect reality and to
minimize differences among companies.

Our approach to adjustments is meant to
modify measures used in the analysis, rather
than fully recast the entire set of financial
statements. Further, it often may be prefer-
able or more practical to adjust separate
parts of the financial statements in different
ways. For example, while stock-options
expense represents a cost of doing business
that must be considered as part of our prof-
itability analysis, fully recasting the cash
implications associated with their grant on
operating cash flows is neither practical nor
feasible, given repurchases and complexities
associated with tax laws driving the deduc-

tion timing. Similarly, the analyst may prefer
to derive profitability measures from LIFO-
based inventory accounting-while retaining
FIFO-based measures when looking at the
valuation of balance sheet assets.

Certain adjustments are routine, as they apply
to many of our issuers for all periods (e.g., oper-
ating lease, secruitizations, and pension-related

adjustments). Other adjustments are made on a
specific industry basis (e.g., adjustments made to
reflect asset retirement obligations of regulated
utilities and volumetric production payments of
oil and gas producing companies).

Beyond that, we encourage use of nonstan-
dard adjustments that promote the objectives
outlined above. Individual situations require
creative application of analytical techniques-
including adjustments-to capture the specific

fact pattern and its nuances. For example,
retail dealer stock sometimes has the charac-
teristics of manufacturer inventory-notwith-
standing its legal sale to the dealer. Subtle

differences or changes in the fact pattern
(such as financing terms, level of inventory
relative to sales, and seasonal variations)

would influence the analytical perspective.

We recognize that the use of nonstandard
adjustments involves an inherent risk of

inconsistency, Also, some of our constituen-
cies want to be able to easily replicate and
even anticipate our analysis--and nonstan-
dard adjustments may frustrate that ability.

However, for us, the paramount consideration
is producing the best possible quality analysis.
Sometimes, one must accept the tradeoffs that
may be involved in its pursuit.

In many instances, sensitivity analyses and
range estimates are more informative than
choosing a single number. Accordingly, our
analysis at times is expressed in terms of
numerical ranges, multiple scenarios, or toler-
ance levels. Such an approach is critical when
evaluating highly discretionary or potentially
varied outcomes, where using exact measure-
ment is often impossible, impractical, or even
imprudent (e.g., adjusting for a major litiga-
tion where there is an equal probability of an
adverse or a favorable outcome).

Similarly, in some cases, the analyst must
evaluate financial information on an adjust-
ed and an unadjusted basis. For example,
most hybrid equity securities fall in a grey
area that is hard to appreciate merely by

making numerical adjustments. So, while
we do employ a standard adjustment that
splits the amounts in two, we also prefer
that our analysts look at measures that
treat these instruments entirely as debt-
and entirely as equity.

In any event, adjustments do not always
neatly allow one to gain full appreciation of
financial risks and rewards. For example, a
company that elects to use operating leases

for its core assets must be compared with
peers that purchase the same assets (e.g.,
retail stores), and our lease adjustment helps
in this respect. But we also recognize the
flexibility associated with the leases in the
event of potential downsizing, and would
not treat the company identically with peers
that exhibit identical numbers. Likewise, in
a receivable securitization, while the sale of

the receivables to the securitization vehicle
generally shifts some of the risks, often the

predominant share remains with the issuer.
Beyond adjusting to incorporate the assets
and related debt of the securitization vehi-
cles, analysts must appreciate the funding
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flexibility and efficiencies related to these
vehicles and the limited risk transference

may pertain
Apart from their importance to the quanta

native aspects of the financial analysis, quasi
native conclusions regarding the company's

financial data can also influence other
aspects of the analysis-including the assess
went of management, financial policy and
internal controls

incorporate consideration of this information
but our published data refer exclusively to
publicly available information

Our criteria governing financial-state
went adjustments are subject to ongoing
review and occasional revisions necessary
to address changes in accounting rules and
in response to emerging financial products
and structures--consistent with our broad
objective of maintaining a dynamic criteria
framework capable of addressing evolve
in market conditions in a timely and
comprehensive manner

When considering significant criteria
changes (including ratio adjustments), we
solicit public input and comments. In Addi
son, we encourage ongoing dialogue with
market participants regarding all criteria
matters. We regard this dialogue as an
important facet of maintaining a robust
criteria framework responsive to the needs
of those who use our ratings and other
market participants

Communicating our adjustments
and related criteria
We traditionally have incorporated analytical
adjustments to the ratings process. Our pub-
lished key ratio statistics are also adjusted to
reflect many of the adjustments made

Since 2003, we have published accounting
sections that outline our view of the issuer's
accounting characteristics, including the
underlying considerations and key adjust
merits made in our published industrial com
parties' issuer reports. The purpose is to
capture in one place the major accounting

issues that affect an issuer's financials. their
related analytical significance, and the adjust-

ments made: it is not intended to be a sum
may of every accounting policy

W e provide a reconciliation table in our
credit analysis reports on corporate issuers
(See "New Reconciliation Table Shows
Standard 8 Poor's Adjustments To

Company Reported Amounts," published
Oct. 3, 2006, on Ratings Direct). Ir is a
bridge between a company's reported
amounts and various Standard 86 Poor's
adjusted measures. The reconciliation table
begins with company reported amounts for
a range of balance sheet, earnings, and cash
flow measures, then lists adjustments to each
measure by topic and our total adjusted
measure. Not all adjustments are included as
of yet in these reconciliation tables. We are

modifying our software to incorporate Addi
tonal adjustments-but some adjustments

may not be included, as they do not lend
themselves to precision or standardization

(e.g., litigation or other contingencies)
Occasionally, adjustments are based in

whole or in part on nonpublic information
provided to us during the rating process. Our

rating analysis, evaluation, and commentary

E n c y c l o p e d i a  O f
A n a l y t i c a l  A d j u s t m e n t s
The following sections outline the specific
adjustments we use in analyzing industrial
companies. At the end, we include our key

ratios and their definitions. The list of adjust
merits, in alphabetical order, includes

Accrued Interest And Dividends
u Asset Retirement Obligations

Capitalized Development Costs
Capitalized Interest
Captive Finance Operations
Exploration Costs
Foreign Currency Exchange Gains/Losses
Guarantees
Hybrid Instruments
LIFO/FIFO: Inventory Accounting
Methods
Litigation

I Nonrecourse Debt Of Affiliates (Scope Of
Consolidation)
Nonrecurring Items/Non-core Activities

Operating Leases

Postretirement Employee Benefits/Deferred
Compensation
Power Purchase Agreements

Share-Based Compensation Expense
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Stranded Costs Securitizations Of
Regulated Utilities

Surplus Cash
Trade Receivables Securitizations
Volumetric Production Payment
Workers Compensation/Self Insurance

Accrued interest and dividends

Accrued interest that is not already included
in reported debt is reclassified as debt. This
adjustment allows more consistent compar-
isons of companies' financial obligations, by
eliminating differences arising from the fre-
quency of payments-for example, quarterly,
rather than annually--or calendar dates of
specific payments--for example, January 1 or
December 31.

In a similar vein, accrued dividends on
hybrid equity securities are treated as debt,
irrespective of the extent of the securities'
equity content. (Deferred amounts-whether
the deferral was optional or mandatory-are

also usually treated as debt, given the need to
pay them in a relatively short time. Obviously,
we would not include amounts that are non-
cumulative, which never will be paid.)

These commitments are independent from
the level and timing of any cash flow generat-
ed by the use of the assets. In certain instances,

we expect ARO costs to be reimbursed to the
entity through rates or assumed by other par-
ties. When the asset operator's costs are reim-
bursed by the government or via a rate-setting
process, the entity bears far different and less

open-ended economic risks--and may not
require debt imputation. We have tended to
view AROs related to nuclear power plants of
rate~regulated U.S. utilities in this light.

Several characteristics distinguish AROs
from conventional debt, including timing and
measurement uncertainties; tax implications;
and the standing of claimants in bankruptcy.

ARO measurement involves a high degree
of subjectivity and measurement imprecision.
Our starting point is the reported liability
amount, which may be adjusted for anticipat-
ed reimbursements, asset salvage value, and
tax reductions, further adjusted for any

assumptions we view as unrealistic.
Most AROs involve obligations to incur

costs that may extend well into the future.
Uncertainties inherent in their estimation
include:

Adjustment procedures
I Balance sheet: Accrued interest and dive

tends accrued on hybrid securities are
reclassified as debt. There is no adjustment
needed to equity.

Cash flow statement: Because the impact
usually is quite limited, 110 adjustment is
performed to FFO or OCP. Annual cash
flow is not affected by payment frequency
or dates, except in the year a particular
security is issued or retired.

Asset retirement obligations
We treat asset retirement obligations
(AROs) as debt~like liabilities. AROs are
legal commitments, assumed when commis-
sioning or operating long-lived assets, to
incur restoration and removal costs for dis-

posing, dismantling or decommissioning
those assets. Examples include the costs of
plugging and dismantling on-and off-shore

oil and gas facilities; decommissioning
nuclear power plants and recycling or stor-
ing used nuclear fuel; and capping mining
and waste-disposal sites.

I

The amount of the ultimate cost of aban-
donment, which will depend on the rele-
vant country's laws and asset-specific
environmental regulations at retirement;

the condition of the markets for the specif-
ic assets' retirement services; possible
economies of scale for the operator; and
whether the activities ultimately are per-
formed by the operator or by a third party.
The timing of asset retirement, which is
subject to assumptions that can change
materially. For example, in extractive proj-
ects, future price expectations for hydro-
carbon or minerals affect the economic life
of the assets. For power generators, asset-
retirement timing depends notably on local
regulatory decisions. Their impact might be
favorable (i.e., in the case of an operating

license extension) or unfavorable (i.e., in
the case of an early mandated closure).

The discount rate to be used in the present
value calculation. U.S. GAAP requires the
use of an entity-specific discount rate.

Hence, the stronger the entity's credit, the
lower the discount rate-and the higher the
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repayment/incurrence of a debt obliger
son; this increases/decreases operating

cash flow and funds from operations by
the difference

For U.S. rate~regulated utilities that own
nuclear power plants included in rate
base. we have concluded that the decor
missioning liability should not he viewed
as a debt-equivalent liability. This is
because of the safeguards that ensure
funding sufficiency and collection of
decommissioning costs in rates. Funding
through customer rates and the probable
nature of recovery result in a substantive
liability defeasance

liability. Similarly, the periodic accretion
rate is lower for stronger credits, and high
Er for weaker credits. If nothing else, this
hinders comparability across companies

using U.S. GAAR as well as to IFRS
reporting companies, which use market

related rates adjusted to risk~specific
factors attributable to the liability
AROs are recorded 011 a pretax basis under

most accounting standards. Any expected tax
benefits generally are reflected as a separate
deferred tax asset on the balance sheet
(because the ARO-related asset is depreciated)
Tax savings, when they coincide with the
ARO payments (as opposed to their prove
sining), reduce the net cash cost, which we
factor in our analysis to the extent we expect
the company to generate taxable income in
the particular jurisdiction

l The obligation, net of any dedicated retire
went~fund assets, salvage value, and antics
pated tax savings, is added to debt. We

generally adjust for the net aggregate fund
in position, even if some specific obliger
sons are underfunded and others are

overfunded
Adjustments are made on a tax-effected

basis in cases where it is likely the compo
my will be able to use the deductions
The accretion of the obligation reflects the
time value of money and is akin to non
cash interest--similar to postretirement
benefit (PRB) interest charges. Accordingly
we reclassify it (net of earnings on any ded
icated funds, if applicable-but never less
than zero) as interest expense for both
income-statement and cash-flow statement
analysis. We keep the net present value of
the obligations newly incurred during the
period (analogous to PRB service costs)
within operating expenses. If dedicated
funding is in place and the related returns

are not entirely reflected in reported earn
inks and cash flows, the unrecognized par
son of the return on these assets is added

and the recognized portion is reclassified to
interest expense and operating cash flow

Cash payments for abandonment and
contributions into dedicated funds that

exceed/are less than the sum of: mewl
incurred obligations plus accretion of
existing obligations are reclassified

Adjustment procedures
Data requirements

l The estimated asset retirement obligation
(ARO), based on financial statement dis
closure or analyst estimate
Any associated assets or funds set aside for

the ARO
ARO interest costs, whether charged to

operating or financing costs
New provisions (increases in liability Dur

in the period)
Gain or loss on assets set aside for funding
Cash payments for AROs

Calculations
l Subtract assets set aside to fund asset

retirement liabilities from the ARO to ere
ate a net ARO
Multiply this net obligation by (1 - the tax
rate) to derive ARO adjustment for debt

I Subtract both the gain (loss) on assets set
aside from the sum of new provisions and
interest costs and compare this amount to
the cash payments made to arrive at the
excess contribution/shortfall
Multiply this excess contribution/shortfall
by (1 the tax rate) to arrive at the ARO
adjustments to funds from operations and
cash flow from operations

Procedures
ARO debt is added to reported debt
ARO interest costs (net of ARO fund earn

inks) are removed from operating expenses
if they are included in these, and added to

interest expense

The ARO adjustment to FFO is added
to FPO
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(Please see "Asset Retirement
Obligations: How SFAS 143 Affects U.S
Utilities Owning Nuclear Plants," published
March 31, 2004, and "Corporate Ratings
Criteria, 2006 edition-Corporate Asset
Retirement Obligations," on RatingsDirect.)

costs), given the objective of comparability
with most companies in that industry and the

pragmatic aspects of doing so
A company's position in its product life

cycle has a great effect on its current spend
in relative to the amortization of past capt
talization of development costs. However, as
a practical matter-in the absence of more
accurate figures-we use the annual amorti
cation figure reported in the financial state
merits as a proxy for the current year's
development costs. We realize, too, that the
amount amortized is not entirely comparable
across companies, as the amortization period
for these assets may vary. For example, in the
case of software, it typically ranges from two
to five years

Capitalized development costs
Costs relating to the conceptual formula
son and design of products for sale or lease

commonly are expensed on the income
statement-while costs incurred subsequent
to establishing the technological feasibility
of these products are capitalized. The
asset is then amortized over its estimated
economic life

Defining feasibility involves substantial
subjectivity. Accordingly. the treatment of
product or asset development costs some
times varies substantially among companies
or accounting regimes. For example, many
U.S. software companies do not capitalize

software development costs (an analytic
Cally conservative approach), while others
capitalize certain expenditures and amortize

future periods
Expensing, rather than capitalizing, can

have a meaningful impact on a company's
financial statements and credit metrics
making peer comparisons difficult
Automaker accounting for tooling poses
similar comparability issues relating to
varying capitalization policies

While it is acceptable under the applicable
accounting rules for a company ro capitalize
certain development costs, in order to facile
Tate comparability, we adjust reported final
coal statements. The amounts capitalized are
treated as if they had been expensed. To the
extent that the amortization of past capital
ization equals current development spending
there is no impact on operating expenses

operating profit, or EBIT, but there is an
impact on EBITDA and operating profit

before depreciation
This approach helps make companies

operating performance more transparent and
comparable, regardless of their stance on cap

vitalizing software and similar development
costs. Note, that with respect to energy
exploration costs, we take the opposite

approach (seeadjustment for exploration

Adjustment procedures

Data requirements
I Amount of development costs incurred and

capitalized during the period

l Amount of  amortization of  relevant
talized costs

Calculations
I EBITDA, operating profit before deprecia

son, and capital expenditures: subtract the

amount of net capitalized development
costs. or. alternatively. the amortization
amount for that period

* EBIT and operating profit after deprecia
son: subtract (or add, as the case may be)

the difference between the spending and
amortization in the period
FFO and capital expenditures: Subtract the
amount capitalized in the period

U Balance sheet accounts: We do not carry
through the adjustment to the cumulative
asset (and equity) accounts, weighing the
complexity of such adjustments against the
limited impact that can be expected in

most cases on amounts that are secondary
to our analysis
(Please see "Accounting Issues In The U.S

High Technology Group," published ]an. 3
2007, on RatingsDirect.)

Capitalized interest
We factor in capitalized interest as expense in
the period when incurred. The valuation of
property, plant, and equipment (PP8CE)

includes. under some GAAR a cost of carry
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element relating to multi-period project
expenditures. Part of the rationale is that the
company must factor the carrying costs when
deciding on a project's economics, but this

obscures the amount that actually must be
paid during the period. Companies may also

have significant discretion with respect to the
amounts they capitalize, making comparisons
difficult. Accordingly, we prefer to focus on

total interest cost.
As a result, we reverse interest capitaliza-

tion and include the amount as an expense.
In the cash flow statement, we reclassify capi-
talized interest from investing to operating
cash flow. This correspondingly reduces funds
from operations and capital expenditure
amounts. Free cash flow remains unchanged.

We do not adjust for the cumulative gross-
up of PP8CE resulting from interest capitaliza-
tion, tax effects, or future depreciation
effects. That is, we do not try to identify the
portion of PP8CE attributable to past interest

capitalization, in order to reduce PP8CE by
the amount that would correspond to the

expensed view taken on such interest capital-
ized in the past. It would be impractical to

attempt to do so, given the lack of data avail-
able. Moreover, the more material impact
tends to be to coverage and profitability
measures, not to asset or equity~based ratios.

Adjustment procedures
Data requirements

The amount of capitalized interest during
the period.

Calculations
I Interest expense: add amount of capitalized

interest; and
I Capital expenditures, FFO, and operating

cash flows: reduce by amount of capital-

ized interest that is reclassified as operating
cash flows.

a distinct operating division or business
line of the company. Captive finance units
organized as separate subsidiaries are rated

the same as their parents in the over-
whelming majority of cases, meaning we
view their default risk as indistinguishable
from that of the parent.

Whatever the legal/organizational struc-
ture, the two businesses are not analyzed on

a consolidated basis. Rather, we segregate
financing activities from corporate/industrial
activities and analyze each separately, reflect-
ing the differences in business dynamics and
economic characteristics, and the appropri-
ateness of different financial measures. Our
approach is to create a pro forma captive
unit to enable finance-company analytical
techniques to be applied to the captive
finance activity, and correspondingly appro-
priate analytical techniques to the pure
industrial company.

Finance assets (e.g., loans receivable and
leases)-along with appropriate amounts of
financial debt and equity-are allocated to
the pro forma finance company; all other
assets and liabilities are included in the par-
ent/industrial balance sheet. Similarly, only

finance-related revenues and expenses are
included in the pro forma finance company
income statement. The debt and equity of the
parents and the captives are apportioned so
that both entities will reflect, in most cases,
identical credit quality.

In our analytical methodology for cap-
tive finance operations, we attribute debt
and equity to the pro forma finance com-
pany based on our assessment of the qualm
Ty of the finance assets, taking account of
factors such as underwriting standards,
charge-off policy, quality of the collateral,
and portfolio concentration or diversity.
The adjusted financial measures are highly
sensitive to assumptions we make about
the leverage appropriate to the finance
assets in question. We continue to refine
our leverage guidelines for major finance

asset types.

Captive f inance operations
A captive f inance operation (captive) func-
tions primarily as an extension of a compa-

ny's marketing activities. The captive
facilitates the sale of goods or services by
providing f inancing (in the form of  loans
or leases) to the company's dealers and/or

end customers. The captive can be struc-

tured as a legally separate subsidiary, or as

Adjustment procedures
Note: In almost all instances, financial state-
ments fully consolidate majority-owned cap-

tive finance operations: Here, consolidated
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financial statements are assumed as the start
in point. Where separate financial state

merits are also available for the finance unit
information from these can be used to refine
the adjustment

Data requirements

On-balance-sheet finance receivables and
leases
Finance receivables and leases sold or sect
ritized-carried off-balance-sheet
Finance company revenues (if actual
finance revenues are unavailable. we use

of total finance receivables)
Finance company administrative experts
es (if actual finance company expenses
are unavailable. we use 3% of total
finance receivables)

Debt to equity ratio: determined to reflect
our view of the "leveragability" of the cap
five's assets (on- and off-balance-sheet
finance receivables and leases)
Interest rate (the average rate experienced
by the company); and

Required fixed charge coverage-an inter
est coverage appropriate for the rating
(Often, 1.25x is used.)

Calculations

Subtract finance company revenues from
total revenues to derive adjusted industrial

company revenues
* Subtract finance company operating

expenses, including depreciation, from total
operating expenses to derive adjusted
industrial company operating expenses
Industrial EBIT = adjusted revenues

adjusted expenses + transfer payment
Reduce reported interest by finance compo
ny interest, if reported captive finance com
pony's interest is included in consolidated

operating expenses; otherwise, no adjust
went is required

I Reduce reported debt (adjusted for secure
tired assets) by finance company debt
Reduce reported equity by finance compo

my equity (after increasing total reported
equity by the minority interests in the cap
five finance colnpany's equity, if the captive
is not fully owned, and its reported equity
excludes minority interests)

* Remove the finance company's cash flows

including capital expenditures, from report
ed cash flows
(Please see "Criteria: Request f.

Comment: Risk-Based Framework /.
Assessing the Capital Adequacy of Financial

Institutions," published jar. 12, 2007
Criteria: Captive Finance Operations

published April 17, 2007; and Finance
Subsidiaries' Rating Link To Parent, in

Corporate Ratings Criteria 2006" edition
on RatingsDirect

I

I

Total finance assets = on-balance-sheet

finance receivables and leases + finance
receivables and leases sold or securitized

(carried off-balance-sheet)
Finance company EBIT = finance company
revenues - noninterest expenses
Finance company debt = Total finance
assets times the debt-to-equity ratio/(1 +
debt-to~equity ratio). This can never be
more than reported consolidated debt; if so
the debt to equity ratio should be adjusted

(Separately, consolidated debt also is adjust
ed to reflect the debt equivalent of secure
tired assets and hybrid securities.)
Finance company equity = total finance
assets - finance company debt
Finance company interest = most recent
two-year finance company debt x interest

Finance company required EBIT = finance

company interest X required fixed charge
coverage
Transfer payment = finance company EBIT -

finance company required EBIT (which can
be positive or negative)

Exploration costs

Under some accounting systems, oil and gas
exploration and production (E8cP) companies

may choose between two alternative account
in methods, full cost and successful efforts
These accounting methods differ in what
costs these companies capitalize or expense

A successful-efforts-reporting company
expenses the costs of unsuccessful exploration
drilling (dry-hole costs) and exploration

costs, such as geologic and geophysical
expenditures (seismic surveys) and the costs
of carrying and retaining undeveloped prop

eries. In successful-efforts accounting, only
exploratory drilling costs that result in the
discovery and development of a commercial

oil and gas field may be capitalized and
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to violate because of higher asset carrying
costs and its trigger mechanism. (If the book

value of assets falls below the discounted
present value of cash flows, a charge may be
necessary. The trigger for ordinary impair-
ment is related to the undiscounted future
cash flows.)

Adjustment Procedures
Data requirements

Exploration expenses (only applies ro E8CP
companies using the successful-efforts
method of accounting).

Calculations
I Adjustment ro operating income before

depreciation, depletion, and amortization
to calculate EBITDA: We add exploration
expense back to operating income before
depreciation, depletion, and amortization
in the EBITDA calculation. This increases
EBITDA and operating income before
DECCA by the entire amount of exploration

expense.
(Please see "Credit FAQ: Exploring

Standard 6' Poor's Oil And Gas Company
Reconciliation Tables, published Feb. 12,
2007, on RatingsDirect.)

amortized based on the field's proved reserves
on a unit-of-production basis; all dry-hole

expenditures are expensed as incurred. Using
the full-cost accounting method, all explo-
ration and development expenditures are cap-
italized and amortized over the reserves of
the related pool of properties.

Another difference is the size of the cost
center used to amortize capitalized costs.
Successful-efforts companies use smaller

cost centers, such as a particular lease or
field; full-cost companies generally use larg-
er cost centers, which may be as large as an
entire country.

We view successful-efforts accounting as
more appropriate, given the highly risky
nature of hydrocarbon exploration.
Successful-efforts accounting does not have
the potential to inflate equity and smooth
earnings to the same degree as full-cost
accounting. In general, large companies (e.g.,
major integrated companies) use the success-

ful-efforts method, while smaller companies
(e.g., independent E8cp companies) use the
full-cost system.

However, our analysis of exploration costs
requires making comparisons between com-
panies that use different accounting methods,

which can best be accomplished by adding
back exploration expense to EBITDA for
successful-effort companies. (While we prefer
the successful efforts approach, there is no
practical way to adjust full cost users to a
successful efforts method.) Exploration
expense usually is disclosed on the face of
the income statement of successful efforts
companies. This number often is referred to
as EBITDAX.

Given our preference for successful
efforts, we limit this adjustment to EBITDA
measures-and do not carry the adjustment
through to all related accounts or to other

ratios. Adjusting EBITDA usually suffices
for comparative purposes. And, adjusting a
successful efforts company's balance sheet to
reflect what it would look like if it had used
the full-cost method--or vice versa-is not

really feasible. (Apart from the differences as

to what companies can capitalize under the
two methods, the rules for asset impairment
tests also differ. The full-cost impairment
test, called the ceiling test, generally is easier

Foreign currency exchange gains/losses
Foreign currency exchange gains/losses can be
related ro transactions or translations:

Transaction gains/losses arise from transac-
tions that are denominated in a currency
other than the entity's functional currency
(generally the currency in which the entity
principally transacts). Examples include
buying and selling goods or services whose
prices are denominated in a foreign curren-
cy, borrowing or lending in a foreign cur-
rency, or other contractual obligations

denominated in a foreign currency. A
change in the exchange rate will increase or
decrease the amount of functional currency
needed to settle the account between the
time the transaction is recorded in the
functional-currency accounts and the time

it is settled, leading to exchange gains or
losses. When translating the related
accounts (e.g., loans receivable, accounts
payable, and debt) into the reporting cur-

rency, such gains and losses are recognized
in the income statement as incurred.

Standard & Poor's I Corporate Ratings Criteria 2008 51

APS12977



Docket No. E-01345A-08-0172
Attachment RCS-3
Page 61 of107

Ratios And Adjustments

shareholders equity (and, under U.S. GAAR in
other comprehensive income) as mentioned
above. Companies generally translate assets
and liabilities using the exchange rate at the

balance sheet date. The income statement is
translated at the exchange rate in effect at the

time revenues, expenses, gains and losses are
recognized. The cash flow statement is trans
lated using the exchange rate in effect at the
time of the cash flow. As a practical matter;
companies often use an average exchange rate
for the reporting period for both income and
cash flow statements. In addition. the cash
flow statement reports the effects of exchange
rate changes on cash balances held in foreign
currencies on a separate line. We do not
adjust the balance sheet, the income state
went. or the cash flow statement for transl
son gains or losses included in other

comprehensive income
If a parent liquidates its investment in a

foreign subsidiary (or investment), the
amount of foreign currency gains or losses

built up in equity are removed from equity
and included in net income for the period

This amount should be excluded from
income as a nonrecurring item (as would
generally apply to the gain or loss resulting

from the sale)

Adjustment procedures

Data requirements

* Amounts of nonrecurring (analytically
determined) foreign currency exchange
transaction gains and losses

Calculations
The amount of nonrecurring foreign cur
ency gain or loss is added to or subtracted

from operating income before and after
DECCA. EBITDA. and EBIT

Translation gains/losses occur when trans
fating financial statements of a subsidiary
from a local currency to the reporting cur
ency of the enterprise for consolidation

Translation gains or losses are included in
shareholders' equity (under U.S. GAAR

included in other comprehensive income
for the period and in accumulated other
comprehensive income in the owners' qui
Ty section of the balance sheet)
Foreign currency transaction gains/losses

recognized in the income statement raise
questions similar to those in Nonrecurring
Items/Noncore Activity (see below). To pres
end a representative view of operating per
formance and financial ratios, we typically
adjust company income statements to exclude
nonrecurring and other unusual transaction
gains and losses

Currency transaction gains and losses may
be viewed as recurring or nonrecurring. We
review transaction gains and losses and deter
Mme whether or not to adjust for them. We
may adjust reported financial results for cur
ency gains and losses that result from one

time or infrequent transactions; for example

we may adjust (or exclude) foreign currency
gains or losses resulting from the infrequent
purchase of a specialized capital asset payable
in a foreign currency

When the gains or losses result from recur
ring or ongoing transactions, we do not

adjust. We consider transaction gains and
losses as ongoing when the company has a
history of entering into transactions denomi
noted in foreign currencies. The purchase of
inventory that is paid in a foreign currency is
an example. Debt denominated in a foreign
currency could also result in recurring foreign
currency gains and losses that we would not
adjust for.

Companies may not report currency gains
or losses separately for recurring and non
recurring transactions. Consequently, we may
not make adjustments if the data are not
available, or if the amount is immaterial. Our

analysis must also take into account the

potential for changes in actual cash flows
that may be required to settle a transaction
denominated in a foreign currency

Translation gains/losses are not included in
determining net income, but are included in

Guarantees

The accounting for guarantees can vary great
ly- In many instances, a guarantee to support

borrowings of unconsolidated affiliates or
third parties is not recorded on the guarani
tor's consolidated balance sheet until it meets

certain tests regarding probability of payment
Alternatively, it may be recorded at the low

est amount in a range of possible outcomes or
at a statistically calculated expected value (e.g

under IFRS, a contingent obligation may be
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measured at a probability-weighted figure of
potential payment amounts). To illustrate, if

the company estimates a 70% chance of hay
in to pay nothing and a 30% chance of hay
in to pay €1 million, then the company
obligation would be measured at €300,000, an
amount that has no probability of being paid

We may take a different approach, to
reflect our own assessment of the risk of ult
mutely being required to pay (upon the

default of the other party)
We add the guaranteed amount to the guar

actor's total debt, unless the other party is suf-
ficiently creditworthy (i.e., investment-grade)
in its own right, or if we assess the likelihood
of payment at a lower amount. (Interest is not
imputed on such adjustment items, since the
potential obligation may materialize far in the

future. and there no current need to service
that potential obligation.)

In the case of an affiliate. we consider the

possibility of support for the borrower's debt
even absent a formal guarantee

Performance guarantees are treated differ
entry, because there should be little impact as
long as the company maintains its work or
product quality. Construction companies

often provide performance guarantees as a
condition in work contracts

A company's track record of payments for
performance guarantees could be an indicator
of the amount of potential future liability

if the track record gives us specific Rea
son for concern would we attempt an estimate
of the liability--and add that amount to debt
for ratio calculations

Adjustment procedures

Data requirements
Determine the value of the guarantees on
and off the balance sheet to be added to
debt, net of tax benefit, as applicable

Calculations
Debt: Add the amount of off-balance
sheet debt-equivalent; reclassify as debt
the amount of on~balance-sheet liability

Equity: Subtract amount of off-balance
sheet debt-equivalent

more weight the latter carries, the more qui
Ty content we attribute to the instrument. We
classify corporate hybrids' equity content as
minimal, intermediate, or high

How to reflect hybrids in credit ratios is not
a simple question. For many years, we did not

divide the amounts involved in proportion to
the equity content of the specific security
believing the resulting numbers could be
leading. As an example, a company might pay
the stipulated periodic amount or defer it

under no scenario would it defer a fraction of
the payment' Therefore, calculating a fixed
charge coverage ratio with a fractional
amount has little intuitive meaning

For hybrids with intermediate equity con
tent, we instead computed financial ratios
both ways--viewed alternatively, as debt and

as equity. Two sets of coverage ratios were
calculated-to display deferrable ongoing
payments (whether technically dividends
interest) entirely as ordinary interest and

alternatively, as an equity dividend. Similarl
two sets of balance-sheet ratios were calculate
ed for the principal amount of the hybrid
instruments, displaying those amounts entires
as debt and entirely as equity

For hybrids, analytical truth lies somewhere

between these two perspectives, and analysts
have been-and are-encouraged to continue
viewing hybrids from all perspectives
computing ratios with the security as debt
and, alternatively, as equity; to interpolate
between the sets of ratios to arrive at the most
meaningful depiction of an issuer's financial
profile; and note and give effect ro each
equity-like or less-equity-like feature of
Aus hybrids in the same category, although
such nuances play, at most, a very subtle role
in the overall rating analysis

However, we changed out methodology
2006 because Ir proved too challenging to

communicate our previous, more abstract
approach--and issuers, in particular, had thou
be appreciating the potential impact on our
view of their financial profile. Notwithstanding
the issues mentioned above, we adopted the

following adjustments (after adjusting convert
idle debt issued by IFRS reporting companies
as described below)Hybrid instruments

Hybrid instruments have some characteristics

of debt, and some of common equity. The
For hybrids in the intermediate category, we

calculate ratios with outstanding amounts
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(excluding unpaid accrued remunerations)
split 50-50: One-half of the principal is Cate

gorized as debt and one-half as equity; one
half of the period payments is treated as
common dividends and one-half as interest
(There is no adjustment to taxes.) This set
of ratios is used as the basic adjusted meas
urea, and these are the ratios we publish

Hybrids with minimal equity content are
treated entirely as debt for calculating ratios
Hybrids with high equity content are treat
ed entirely as equity for calculating ratios
Unpaid dividends that have accrued, prior
to period end, are viewed as debt-even for
equity-like securities
Convertible debt is not treated as a

hybrid--unless the conversion is mandatory
or it features appropriate tenor, subordina
son, and deferability characteristics. While

IFRS and other accounting regimes split the
issued value of a convertible debt obligation

between its pure debt component (the fair
value of a similar debt obligation without
the conversion feature), accounted for as
debt. and the embedded conversion feature
(the difference between the debt component

and the issue price), accounted for as equity
such convertible debt generally does not
attract any equity credit in our methodolo
by. Rather, we adjust reported debt by the
value of the conversion option included in

shareholders' equity. Cash-based measures
such as FPO continue to reflect only the
actual cash cost of the convertible debt

based on the coupon rate

removed from interest expense and treated

as a dividend. Additionally, interest pay
merits are also adjusted as dividends in the
FPO and operating cash flow calculations

* An intermediate equity content hybrid
reported as equity (e.g., preferred stock)

has 50% of its value removed from equity
and added ro debt. Also. 50% of the dive

end amount is removed and added to
interest expense and interest paid, impact
in die FFO and OCP calculations

I An intermediate equity content hybrid

reported as debt has 50% of its value
removed from debt and added to equity
Also. 50% of the associated interest is
removed from interest expense and interest
paid and added to dividends

* A minimal equity content hybrid reported

as equity is removed from equity and
added to debt. Its associated dividends are
added to interest expense and interest paid
thereby also reducing FFO and OCF

l A minimal equity content hybrid reported

as debt is treated as reported, as is its also
cited interest
The accrued unpaid charges on hybrid
instruments are categorized as debt

Note: For optionally convertible instr
merits, prior to the reclassifications above
we recombine the instrument's issued
amount (amortized cost) if Ir has been
bifurcated (as described above, notably
IRS-reporting companies). W e also adjust
the period's expense, where necessary and
practicable, to equal the instrument's debt
component multiplied by the company's
refinancing rate, at the convertible's
issuance date, for the equivalent noncom

vertible instrument
(Please see "Criteria: Equity Credit For

Corporate Hybrid Securities, published May
8, 2006, on RatingsDired;" "Criteria
Clarification Regarding Step-Ups Used In
Equity Hybrids, Aug. 9, 2007; and "Criteria

Standard 6' Poor's Announces Several
inements To Its Hybrid Capital Criteria

Oct. 30, 2007.)

Adjustment procedures
Data requirements

Amount of hybrid instrument in the bal
once sheet and shareholders' equity
Amount of associated expense and pay
merits in the period; and
Amounts of accrued unpaid interest/
dividends

Calculations
A high-equity~content hybrid reported as
equity is treated as reported, as are its assoc

ate dividends. However. accrued dividends
are included as debt
A high equity content hybrid reported as
debt is removed from debt and added to

equity. The associated interest charge is

LIFO/FIFD: Inventory accounting methods
The choice of inventory accounting methods

under U.S. GAAP between first-in_ first-out
(FIFO); last-in, first-out (LIFO); weighted
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sold in a period of rising prices, resulting in
artificially overstated income

Balance sheet' Where significant to our
analytical process or essential for peer
comparability, we add back the LIFO
reserve to inventory amounts on the bal
once sheet for companies that use the

LIFO method. This enables us to reflect
inventory balances at approximate cur
rent market value. (Companies that apply
the LIFO method are required to disclose
what the inventory valuation would be
under FIFO, through an account called
the LIFO reserve, which represents the
cumulative effect on gross profit from
the use of the LIFO method.) A core
spending adjustment, net of tax, is
made to equity

I Income statement: We do not adjust the
income statement when companies use
LIFO, believing the LIFO method results in
costs of goods sold that are more indicative

of replacement-cost values, and the best
matching to revenues. While it might be
desirable to adjust for those companies that
use FIFO or average costs methods, the
data generally are unavailable

| When a company using the LIFO method
has inventory balances that decrease over a
period of time, LIFO liquidation may
result. It means that older, less~recent layers
of inventory are turned into cost of goods
sold as a result. (These are older in terms

of their accounting, not necessarily in any
physical sense.) Assuming an inflationary
environment, cost of goods sold is reduced
and as a result. income increases because of

LIFO liquidation gains. To capture the true
sustainable profitability of a company, the
gains generated from LIFO liquidation gen
orally are excluded from our current prof

inability measures and ratios
Cash flows: We typically do not adjust the
cash flows, but we consider, qualitatively,
the boost to cash flows the LIFO method

affords during periods of price inflation
(via taxes deferred to future periods)

average; and specific identification can pro
vide dramatically different results for peers
that engage in the same underlying activities

This issue is more pronounced in sectors that
are inventory-intensive, and in particular,
where inventory prices fluctuate significantly

The challenge of comparing peers increase
es on a global dimension. Similar choice of

accounting options exists in generally
accepted accounting standards other than

U.S. GAAP-while LIFO, widely used in the
U.S., is not permissible under many other
accounting standards, including IFRS. Tax
treatment of permissible inventory costing
methods is a key driver in management's
decision to elect a method, and varies signify
scantly by jurisdiction. (For example, LIFO

permitted for tax-reporting purposes in
the U.S.. and those who elect LIFO for tax
purposes must also use it for their financial
statement reporting.)

Moreover, some companies use a combine
son of costing methods. For example, man

gerent may elect to use the LIFO method
for a portion of inventory in which prices are
expected to rise and FIFO for the balance. In
other instances, inventory reported on a con

solidated financial statement can include
inventory balances of subsidiaries in different
countries. each of which use different
accounting methods

The greatest potential disparity of financial
results is between FIFO and LIFO accounting
methods. In a period of rising prices, the
LIFO method results in a lower income than
FIFO. because the most recent costs flow
into cost of goods sold on the income state
went. and the oldest costs are reflected in
inventory on the balance sheet. Furthermore
cash flows are temporarily improved
because current income taxes are lower as a
result of the lower income. Apart from inter

company comparisons, different methods can
skew the perspective of corporate perform
once. For example, LIFO provides a better
reflection of matching costs against revenues
on the income statement. but creates a bal

once-sheet distortion by having older costs
residing in inventory. The FIFO method, on

the other hand, provides a more current vol
cation of inventory on the balance sheet, but
can significantly understate cost of goods

Adjustment procedures
Data requirements

For the balance~sheet adjustments

LIFO reserve

Standard & Poor's I Corporate Ratings Criteria 2008 65

APS12977



Docket No. E-01345A-08-0172
Attachment RCS-3
Page 65 of 107

Ratios And Adjustments

For the income statement adjustments:
LIFO liquidation gains.

Calculations
The balance sheet adjustments affect inven-

tory (assets) and equity.
LIFO reserve is added to inventory (assets).

Equity is increased by the LIFO reserve
(after-tax).

The income statement adjustment affects
operating income before and after DECCA, and
EBITDA and EBIT.

LIFO liquidation gains are deducted from
operating income when calculating operate
in income before and after DSCA, and
EBITDA and EBIT.

companies tend to minimize legal reserves
(although some companies--especially
European companies--will over~reserve ro

enable smoothing of future earnings).

Therefore, to the extent that a company does
reserve, one may ordinarily conclude there is

a high likelihood that required payments will
be at least that amount. The company's
reserve is not a reliable indicator that the ulti-
mate liability will not exceed that amount. In
any event, providing reserves is merely an
accounting recognition of the liability; it
doesn't mean that the company has put aside
cash to fund the liability. We would still need
to adjust the debt figures to reflect the cash
impact that a payment would entail. (On the
other hand, there often will be a lengthy peri-
od until payment is made, so we also consid-
er the company's ability to generate cash in
the interim.)

A class-action suit permits a large number

of individual claims to be combined and tried
as one lawsuit. We view class-action lawsuits
as the most troublesome type for credit quali-
ty because of the potential size of awards.
Class-action suits must be certified by a court

to proceed to trial; however, once certified,

the lawsuit often takes years to wind through
the litigation process.

Outside the U.S., litigation is less signifi-
cant as a credit risk than in the U.S.

Typically, there is no award of punitive dam-
ages, class actions are limited, and/or trials
may not come before juries that can react
unpredictably to the litigation.

Because the specific financial effect of a law-

suit is difficult to quantify accurately, we may
rely on analytical techniques such as calculat-
ing ranges of outcomes or performing sensitivi-
ty analysis. This can be very helpful if it allows
us to conclude, for example, that the company

can manage even the more dire potential out-
comes without materially affecting its financial
profile. Alternatively, if significant uncertainty

remains, we might consider a downgrade based
on a very large risk exposure.

Litigation poses several important, poten-

tially troubling considerations beyond any

direct financial consequences. We consider
the potential damage to a company's reputa-

tion or ability to conduct normal business

operations. For example, product liability

Lit igation
We make case-by-case judgments regarding the
probability of a negative outcome, the poten-
tial financial effect, and its timing, including
duration of any appeals process. We also regu-
larly obtain additional data from die company

involved, on a confidential basis, to enable a
more meaningful analysis of plausible scenar-
ios. These might include any available legal
opinions and research; the company's legal
strategy; and the number, size, and status of
claims. To assist us, we may consult legal

counsel to evaluate likely scenarios. This
includes in-house legal staff, external counsel,
and/or industry-related counsel.

To the extent that a monetary judgment is
predictable, we size the amount that will be
paid and treat it as a debt-equivalent. If pay-
ment is not imminent-if, for example, there is

an extended appeals process--we would esti-
mate the time until actual payment, and dis-
count the eventual payment amount unless
interest will be added. The adjusted debt ratios
are calculated including the present value of
the estimated payout, on an after-tax basis.
Where applicable, we subtract any expected
insurance recoveries.

It usually is very challenging to size litiga-
tion outcomes. Previous cases of similar
nature can serve as benchmarks. Subjective
judgments regarding the merits of a case may

also inform our view of possible outcomes.
Sometimes, the company's litigation

reserves recorded in its financial statements
can offer insight. Companies must reserve for

litigation they can quantify, In practice, most
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cases sometimes result in the product's being
removed from the market. Substantial litiga-
tion may require an inordinate amount of
management time and create quite a distrac-
tion from running the business.

More broadly, lawsuits can affect a compa-

ny's reputation and/or its ability to garner
further business or raise capital. Public mis-
trust and a negative perception of the compa-
ny's operating strategy would definitely be of
concern.

Last, but not least, bonding requirements
can pose a tremendous liquidity challenge,
especially in jurisdictions that have no bond-
ing caps. Bonding can tie up cash that could
otherwise be invested in the business, even if
it does not pose an immediate threat to sol-
vency. (Naturally, in the case of litigation
expected to benefit the company, similar
adjustments apply, in reverse.)

Adjustment procedures
Data requirements

Determine the value of the litigation expo~
sure to be added to debt.

Calculations
n Debt: Add the amount of debt equivalent

(net of tax benefit, as applicable) to debt;

and
Equity: Subtract the amount of off-balance-
sheet debt equivalent, net of tax.
(Please see "How Litigation Risk Affects

Corporate Ratings," published Nov. 28,
2005, on RatingsDirect.)

prospects are more unpredictable than those of
the parent. Also, non-recourse debt may result
from a particular jurisdiction's legal require-

ment to operate locally through a separate
legal entity. In other cases, a company may
own only a portion of a subsidiary, maybe
even a minority interest, and the company

may be unwilling to put itself on the hook to
fund the obligations of the joint venture.

In non-recourse structures, the parent com-
pany has the legal right to walk away from
the troubled (or bankrupt) subsidiary. This
often is a by-product of corporate law and
related legal isolation doctrines related to
entities structured as corporations or other
limited-liability structures. Notwithstanding
the theory, history has shown this often is not
the way things play out. The parent company
often ends up providing economic support to
the subsidiary, despite the non-recourse
nature of the obligation.

In analyzing these situations, we attempt to
understand the relationship between the par-
ent and subsidiary, and make a judgment
about whether the parent would be inclined to
step in (and to what extent). While predicting

the outcome of such a scenario is not an exact
science, we believe that considering plausible
scenarios is superior to relying solely on due
legal framework, and ignoring the economic
relationship extant between the entities.

The relationships between the affiliated

entities can vary greatly. The entity issuing
the debt considered to be non~recourse may
simply represent a non-core, non-strategic
investment; if so, the parent is not burdened
with the subsidiary's debt obligations.

At the other end of the spectrum, the sub-
sidiary's operations may be characterized as
an integrated business. The analysis would
then fully consolidate the subsidiary's finan-
cial statements, including debt. Furthermore,
the risk profile of the subsidiary's operations
would be integrated with the overall business
risk analysis of its parent.

Often, the subsidiary issuing the debt may
not fall neatly into either category; it may
lie somewhere in the middle of the spec-

trum. Sometimes we use a pro rata consoli-
dation to reflect this middle ground. For

example, we would apply pro rata consoli-
dation to joint ventures between partners of

Nonrecourse debt of affiliates
(scope of consolidation)

In the context of corporate debt analysis,
non-recourse debt often refers to a situation
in which an affiliate or subsidiary of a com~
party borrows funds, possibly pledging its
assets as collateral, while the parent compa-

ny and other subsidiaries in the corporate
structure have no legal obligation to perform
under the borrowing agreement. If an event
of default occurs, the lender's claims are lim-
ited solely to the subsidiary that borrowed

the money.
Non-recourse debt may exist for a variety of

reasons. A company may want to legally iso-

latethe bankruptcy risk of a subsidiary, for
example, because the subsidiary's business
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comparable capacity and willingness to sup-
port for their respective strategic reasons.

Even in cases that do not call for analytical
consolidation, we presume there will be
additional investment in the non-recourse
entity, i.e., the money the company likely

would spend to provide support or bail out
the unit in which it invested.

No single factor determines the analytical
view of the relationship with the affiliate;
rather, several factors, taken together, will
lead to one characterization or another,
including:

ported, we could well expect that the owner
would extend partial support to the venture

or subsidiary, including additional invest-
ments to attempt to rescue it. We would try
to size such additional expenditures-and
impute that amount as debt to the parent.

(Please see "Corporate Ratings Criteria, "
2006 edition: Parent/Subsidiary Links, and

"Credit FAQ: Knowing The Investors In A
Comping/'s Debt And Equity," published
April 4, 2006, on RatingsDirect.)

I

Sn

u

Strategic importance--integrated lines of

business or critical supplier;
Percentage ownership (current and
prospective);
Management control;

Shared corporate name;
Domicile in same country;
Common sources of capital and
lending relationships;
Financial capacity for providing support;
Significance of amount of investment;

Investment relative to amount of debt at
the venture or project;
Nature of any other owners (strategic or
financial; financial capacity);

Management's stated posture;
Track record of parent company in similar
circumstances;
The nature of potential risks;
Shared collective bargaining agreements;
and
]jurisdiction's bankruptcy-law regime.

Adjustment procedures
There is no standardized adjustment, given
the multiple fact patterns and subjective
nature relating to subsidiaries/projects/joint
ventures. As explained above, some consoli-
dated entities-and their liabilities-might be
reconsolidated, while some no consolidated
entities may be consolidated.

Another possible adjustment is pro rata
consolidation. This approach is not used
too frequently, and typically applies only
when both owners have similar financial
profiles and motivations with respect to a
joint venture.

Note that even in cases where we conclude
that the liability will not ultimately be sup-

Nonrecurring items/noncore activities
We typically make adjustments to a compa-
ny's reported operating income and cash
flow to remove items we consider nonrecur-
ring and include those we consider recur-
ring, so the historical financial ratios will
be more indicative of future performance.
These adjustments cover items including
discontinued operations; effects of natural
disasters; gains or losses on asset sales and
sale/lcasebacks; and one-time charges for
asset write-downs, restructurings and
plant shutdowns.

We review each potential nonrecurring
item, and determine whether to adjust for it.

Our view of these items may differ from the
company's view, as presented in financial
statements or footnotes.

We may view some supposedly one-time
restructuring as ongoing for a particular
company. Taking such a view may reflect a
company's history of recurring restructure
in charges, or the perceived need to
address either company-specific or indus-
try-wide competitive issues (for example,
the need to move facilities offshore in order
to be cost competitive).

We may also view certain other items that
company management characterizes as one-
time items as normal operating costs: In the
retail industry, we do not typically view
inventory write-downs or high store pre-
opening costs from a rapid expansion pro-
gram as unusual items.

In a similar vein, we often distinguish
between a company's core business activity

and other, ancillary activities-especially if
there is some question about the latter's sus-

tainability. A manufacturer may earn money
from trading activity; it may even set up its
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recurring items not reported as operating).
These amounts are judgmentally deter-
mined, based on information disclosed and
our assessment.

Calculations

treasury operations as a profit center, but we
may isolate, reclassify, and separately analyze
the results of those operations.

For income derived from the sale and
licensing of corporate assets, we similarly
distinguish between sustainable, ongoing

sales and those that are more opportunistic.
Ancillary activities can distort measures of
core operating performance, and peer analy-
ses that rely on comparability of data,
unless adjustments are made. An analogy
can be drawn to the analytical segregation
of non-homogenous activity. Some GAAP
rules may require consolidation if a compa-
ny owns both manufacturing and finance
subsidiaries: We would separate the two for
analytical purposes.

These adjustments require an apprecia-
tion of industry-specific contexts. For
example, in the high-technology industry,
companies dedicate substantial amounts of
capital to research and development efforts
and accumulate intellectual property in the
form of patents, trade secrets, domain
names, etc., which may be sold or licensed
to complement revenues generated from

core operations.
We consider revenue generated from the

licensing of intellectual property to be a part of
operating income, and therefore a component
of EBITDA, because this arrangement allows
for a relatively predictable, recurring source of
revenue. However, revenue generated from :he
sale of intellectual property is not considered
part of operating income. \X/hile there may be
advantages in selling intellectual property,
rather than licensing-eg., die receipt of
greater upfront proceeds or the elimination of
future responsibilities-this arrangement nor-
mally is treated as non-operating income.

In other situations, the sale of assets may
be considered recurring. For example, compa-
nies that lease or rent automobiles or indus-
trial equipment routinely and periodically
dispose of these assets via auctions and/or
other sales.

Add or subtract amounts from respective
measures, (e.g., revenue, operating income

before and after DECCA; DECCA; EBIT; EBIT-
DA; operating cash flows and FFO) to
reclassify as appropriate. Because operating
cash flows and FFO are post~tax measures,
they also are adjusted to reflect the tax
effects, where feasible.
Beyond the standard adjustment, additional
insights may be gleaned by adjusting indy
visual line items within cost of goods sold
or selling, general, and administrative
(SG8CA) expense, if there is sufficient data
to reflect adjustments at such levels.
Similarly, ancillary activities data are segre-
gated and separately analyzed, to the
extent practicable with available data.

Adjustment Procedures

Data requirements
Amounts of income, expense, and cash

Hows to be reclassified (including nonre-
curring items reported as operating, and

Operating leases
Companies commonly use leasing as a means
of financing. The accounting for leases distin-
guishes between operating and finance leases.
Finance leases (also referred to as capital leas-

es) are accounted for in a manner similar to a
debt-financed acquisition of an asset, while
many operating leases are reflected in the
accoullts on a pay-as-you go basis. We view
the accounting distinction between operating
and capital leases as substantially artificial. In
both cases, the lessee contracts for the use of
an asset, entering into a debt-like obligation

to make periodic rental payments.
Our lease adjustments seek to enhance

comparability of reported results (both oper-
ating and financial) and financial obligations
among companies whether they lease assets

under leases accounted for as operating or
financing leases, or use debt to finance asset

acquisition. The operating-lease-adjustment
model is intended to bring companies' finan-
cial ratios closer to the underlying economics
and more comparable, by taking into consid-
eration all financial obligations incurred,

whether on or off the balance sheet. The
model improves our analysis of how prof-
itably a company employs its leased and

owned assets.
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Our model does not fully replicate a see
Mario in which a company acquired an asset
and financed it with debt: rather. our
adjustment is narrower in scope: It attempts
to capture only the debt equivalent of a
company's lease contracts in place. For
example, when a company leases an asset
with a 20-year productive life for five years
the adjustment picks up only the payments
relating to the contracted lease period
ignoring the cost of the entire asset that
would have been purchased-and depreciate
ed-by a company that chose to buy instead
of lease. We have chosen not to use alter fa
five methodologies that capitalize the entire
asset because they entail various data and
interpretation challenges. In cases where the
company has an economic need to use the
asset for longer than the lease term, we take
account of this qualitatively; however, if the
lease is viewed as artificially short, and
there is adequate information, such as for
sale/leaseback transactions, we capitalize
the entire sale amount

I

disclosure--does not capture how future
payments may decline in these years

Future lease payments are considered net of
sublease rental only when the lease and

sublease terms match. and the sub-lessee is
sufficiently creditworthy
The discount factor is determined in one of

the following ways' ideally, the imputed
discoLult rate associated with the lease
would be used, but rarely is available, and
unlikely to be available for all companies
in an industry; use the average rate on the
company's secured debt; and/or use a rate
imputed from the company's total interest
expense and average debt
Annual operating~lease~related expense is
sometimes available in the notes and will
be used. When the amount is not separate

Ly disclosed (e.g., when presented with con
tangent rent and other amounts, or
incorporated with other costs), it is est
mated using the average of the first project
ed annual payment at the end of the most
recent and prior year

Calculations
Adjustment Procedures
Data requirements

Minimum lease payments: Noncancelable
future lease payment stream (and residual
value guarantees if not included in mini
mum lease payments); discount factor
annual lease-related operating expense for
the most recent year; and deferred gains on
sale leaseback transactions that resulted in

leases accounted for as operating
Future-lease payment data are found in the
notes to the financial statements. Annual
payments for the coming five years (item
ired by year) and the aggregate amount for
subsequent years are provided under U.S
GAAP. Our model assumes that future pay
merits for years beyond the fifth year
approximate the fifth-year amount. Under
IFRS, companies are permitted to disclose
amounts payable in years two through four
in a single combined amount, instead of
disclosing separate amounts for each of the

next five years. In this case, we assume a
flat level of payments in years two through
four. based on the total minimum lease

payment disclosed for these three years
This approximation-caused by the limited

Debt: The present value of the payment
stream, determined using the discount
factor, is added to debt. (Lease debt is
not tax-effected because its taxes will
never reflect the analytical construct
underlying our adjustment. The company
is, in fact, getting the tax treatment
afforded to leases-assuming GAAP and
tax treatment as operating lease is the
same. The actual tax amounts are those
included in the accounts--and generally
require no adjustment. This contrasts
with PRB and ARO adjustments--which
may be tax-effected. Those adjustments
are based on the anticipation that tax
deductible recognition of the obligations
will ultimately be required.)
Operating income and cash flow measures
The operating-lease-related expense is
apportioned to interest and depreciation
components, as described below. The effect
is to increase operating income measures
SG8cA-by the entire amount of the
expense; EBIT-by the implicit interest
portion; EBITDA-by the implicit interest
portion; and FFo--by the implicit depreci
action portion. In addition, operating
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income would be adjusted to reverse gain
or loss on sale/leaseback transactions
Interest expense: Interest expense is
increased by the product of the discount

rate multiplied by the average first-year
projected payment for the current and
previous years
Depreciation: Operating-lease deprecia
son, i.e., the operating-lease-related

expense amount less the calculated lease
interest, is added to depreciation expense
(We deliberately calculate EBITDA with
out adding back the imputed depreciation
component, despite the apparent define
tonal conflict. The cash flow characters
tics of leasing do not neatly conform with

the alternative of borrowing to acquire
even though our adjustment attempts to
equate them. Lease payments represent
ongoing cash outflows-quite different
than depreciation, or even amortization of
asset acquisition-related debt.)

Capital expenditures: Capital expenditures
are increased by an implied amount calc
lated as the year-over-year change in aper
acting lease debt plus annual operating lease

depreciation. This amount cannot be mega
five. Capital expenditures are also adjusted
in the same fashion for capital leases
Property plant 86 equipment: Operating
lease debt is added to PP8CE to approx
mate the depreciated asset cost

Postretirement employee
benefits/deferred compensation
Defined-benefit obligations for retirees
including pensions and health care coverage
(collectively referred to as PRB), and other
forms of deferred compensation are financial
obligations that must be paid over time, just
as debt must be serviced. so we include them
in debt ratios, A company may pre-fund the
obligation or part of it (and companies often
do pre-fund their pension obligations), which
offsets the financial burden. Our objective
therefore. is to reflect the level of underfund
in of defined-benefit pension obligations, as
well as typically not~funded health care obi

nations and retiree lump-sum payment
schemes. and other forms of deferred com

sensation. In arriving at adjusted financial
measures, we must undo accounting short

comings that affect balance sheets, cash flow

statements, and income statements (under

most current GAAP). The adjustments per
rain to obligations already incurred, without
trying to capture future levels of liability

When PRB obligations constitute a major
rating consideration, we delve more deeply

into the company's particular circumstances
and its benefits plans. Also, for some compo
mies, funding and liquidity considerations sur
rounding retiree obligations can be much more
important to the credit profile than imputing
debt to the financial ratios. This situation type
Cally pertains to speculative-grade companies

that tend to have fewer available resources for
cash requirements, including meeting mandate
ed funding of PRB obligations

We do not include in debt any amounts for
defined-contribution plans, because they

entail no obligations or risks ro the sponsor
related to past services beyond the current
period's payments. We also have a slightly
different position regarding multi-employer

plans, not otherwise dealt with here. (See
Standard 6' Poor's Approach To Analyzing

Employers' Participation In U.S. Multi
Employer Pension Plans," published May 30
2006, on RatingsDirect.)

A key difference between debt and PRB
obligations is the inherent measurement
uncertainty, as the benefits and related assets

to the extent they are funded, are variable
Quantifying PRB obligations relies on namer
Aus assumptions, including

Employee turnover rates and length of
service, according to which benefits vary
Mortality rates and dependency
status/longevity assumptions, as the employ
he and his/her dependents' lifespan deter
mine how long the benefit will be paid

x Future compensation levels, to the extent
wages prior to retirement are a factor in
determining the amount of the benefit

I Health care cost inflation, use, and delivery

patterns; and
Discount rate assumptions required to cal
curate a present value of the future

required cash outflows
Standard financial adjustments cannot easy

Ly factor in deviations from normal assume
sons on these measurement drivers. However

for some factors, the analysis can, at least

I
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gauge the sensitivity to changes in those
assumptions. For example, a rough rule of
thumb is that for each percentage point
increase or decrease in the discount rate_ the
liability decreases or increases by at least

and often by 15%-20%. (The more

mature the plan, or the higher the market
interest rates, the lesser the impact.)

To simplify the numerical analysis, we
combine all retiree benefit plan assets and
liabilities, for pension, health, and other
obligations, netting the positions of a com
pony's plans in surplus against those that are
in deficit

In theory, and over the long term, compo
mies with multiple plans should be able to
curtail contributions to over-funded plans
and redirect contributions to under-funded
plans. In the near term, however, funding sur
pluses are often hard to tap-and may have
adverse tax consequences if drawn--even
while cash contribution requirements may be
onerous on other, under-funded plans. But, if
meeting near-term cash requirements is an
important issue for a particular company, its
credit profile likely will be driven by liquidity

considerations. while debt ratio levels would
be of secondary importance

We focus on the measure of the obligation
that reflects a going-concern view. For exam
pie, under U.S. GAAP for pensions, this is the
projected benefit obligation (PBO), or an

equivalent actuarial measure of the ultimate
liability. The going-concern view of the com

party includes the effect of expected wage
increases if the benefit attributable to past
employment services is tied to employee com
sensation according to some formula
However, for collectively bargained labor
contracts. the PBO does not take account of
expected wage increases beyond the term of
the erdsting contract

We do not use the accumulated benefit
obligation (ABO), which takes into account
only the benefits payable upon plan Fermi
nation at period end, or the vested benefit

obligation (which is no longer disclosed

under U.S. GAAP), because they reflect a
shutdown value perspective, rather than an
ongoing firm perspective. Similarly, in the

U.K.. we do not focus on the value of bane
ficiaries' claims based on a full buyout basis

(i.e., based on the price prevailing on the
annuity market, where demand is currently
insuff iciently covered by supply) which

often considerably exceeds the amount
equivalent to PBO under IFRS or U.K
GAAP. (The ABO and full buyout value are

more appropriate measures in our recovery
and subordination analyses.)

For other postretirement obligations
including medical liabilities, we use a
measure equivalent to the pension PBO

For example, under U.S. GAAP, this is
the accumulated postretirement benefit

obligation (APBO)
We tax-effect our PRB adjustments-unless

the related tax benefits have already been, or
are unlikely to be. realized. We use the rates
applicable to the company's plans, or, if this
is unavailable, the current corporate rate-
even while recognizing that fiscal reality may
be more complex or dynamic as the compo

my's fortunes change over time. In the typical
situation, the company has credible prospects
of generating sufficient future taxable income
to take advantage of PRB-related deductions
and reduce future tax payments. When

company's ability to generate profits is indeed
dubious. we would not tax-effect. Moreover
in such cases, the company likely would be so

pressured that liquidity-rather than capital
ization or coverage levels--would be the
overriding analytical focus

Capital structure
We adjust capitalization for PRB effects by

adjusting both debt and equity, where apply
cable. Debt is grossed up by the colnpany's
tax-effected unfunded PRB obligation
Equity is adjusted by the difference between

the amount accrued on the corporate bal
once sheet and the amount of net
over/under-funded obligation (net
surplus/deficit), net of tax

Companies following U.S. GAAP recently
adopted SFAS 158, and record the unfunded
PRB obligation on their balance sheets; com
parties following IFRS have the option to full

recognize actuarial gains and losses on their
balance sheets. Accordingly, our equity adjust
went is no longer required in many instances

is not adjusted down for net surplus
es, so net over-funding (surplus) leaves debt
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unchanged. Equity can be adjusted up (if the
net recognized asset is less than the pre-tax
surplus) or down. We do not split the debt
adjustment between short- and long-term

While the surplus is not treated as a cash
equivalent, it nonetheless can be of value

especially to obviate future contributions
Sometimes it becomes evident that the
amount is unrecoverable or cannot be used to
offset future contributions. Given inconsistent
accounting disclosure regarding the recover
ability of surpluses, we rely on inquiries to
company management

Income statement
In analyzing profitability (including operating
profit and EBITDA), we disaggregate the Ben
emits~cost components that may be lumped
into operating income and expenses, allocate
the amounts to operating and financial com
portents, and eliminate those components we
believe have no economic substance. The
period's current service cost-reflecting the
present value of future benefits earned by
employees for services rendered during the
period-is the sole item we keep as part of
operating expenses

The components, if any, that represent
accounting artifacts and stem from the
smoothing approach of the accounting
rules-e.g., amortization of variations from
previous expectations regarding plan bane
fits, investment performance, and actuarial
experience-are eliminated from our income
measures. As a result of these adjustments
pre~tax and after-tax income no longer
match reported amounts

Interest expense, which results from
applying the discount rate to the begin
ring-of-period obligation to accrete the Lia
ability with the passage of time for the
reporting period, is essentially a finance
charge-and is reclassified as such, if
reported differently

The expected return on plan assets repre
gents management's subjective, long~range
expectation about the performance of the
investment portfolio; in some accounting sys
terms--such as U.S. GAAP-it may be
applied to a smoothed, market-related value
rather than the fair-market values of the
assets. We may choose instead to apply a
standardized return, to gauge what multiyear
average returns can be expected. We note the
risks in the asset mix, but only subjectively
(In the future, we may find a way to reflect
the risk profile of the portfolios in a more
quantitative manner.)

Either way, the return on plan assets is
netted against PRB-related interest expense
up to the amount of the interest expense
reported, but not beyond, as the economic
benefits to be derived from such overage
are limited. If. however. the actual return is
negative, the full amount is treated as an
addition to interest expense because the

Cash flow
We try to identify catch-up contributions
made ro reduce unfunded obligations, which
would artificially depress reported operating
cash flows. We view these contributions as
akin to debt amortization, which represents
a financing, rather than an operating cash
flow. Specifically, cash paid (plan contribu
sons plus benefits paid directly to benefice

Aries) exceeding the sum of current~period
service and net interest costs (that is, inter
est cost net of actual or expected returns on
plan assets) is added back to FFO on a tax
effected basis. We look at actual investment
returns for the period and returns normal
ired for potentially nonrecurring, unusually
high or low performance

Conversely if the company is funding
postretirement obligations at a level substan
tally below its net expense (service cost and
net interest cost), we interpret this as a form
of borrowing that artificially bolsters report
ed cash flow from operations

In order to appropriately interpret adjusted
numbers, note that our cash flow adjustment:

I Reallocates to the period certain costs
(service and interest) that often differ from
the cash impact in the period
Ignores prior service costs and other items
such as curtailments, settlements and ape
coal termination benefits, and foreign
exchange variations

Ignores any income or charge (whether
through income-statement or directly recon

sized into equity) that reflected the recogni
son of actuarial gains and losses; and

Until early 2006, was capped at zero (no
longer the case)
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resulting economic detriment to the
company is quite tangible.

Adjustment procedures
Data requirements

For the income and cash flow adjustments,

amounts for the period of:

I Service cost;

I Interest COSt;
I Expected return on plan assets;
l Actual return on plan assets;
I Actuarial gains/losses (amortization or

immediate recognition in earnings);
I Prior service costs (amount included in

earnings);
Other amounts included in earnings (e.g.,
special benefits, settlements/curtailrnents);

Total benefit costs; and
I The sum of employer contributions and

direct payments made to participants.
For the balance-sheet adjustments:

* PRB-related assets on the balance sheet,

including intangible assets, pre-paid or
noncurrent assets, or any other assets;

* PRB-related liabilities on the balance sheet,
including current and noncurrent liabilities;

* PRB-related deferred tax assets (or tax rate

applicable to PRB costs);
* Fair value of plan assets; and

Total plan obligations.
Note: Relevant pension and other postre-

tirement benefit amounts are combined for

all plans.
Calculations

Income-statement adjustments include
adjustments to expenses and interest.
I Total PRB costs charged to operating

income, less the service cost, yields the PRB
adjustment ro operating income. This is
added ro operating income before and after
DECCA, EBIT, and EBITDA.

l Interest cost less the expected return is PRB

interest. In some cases, we may adjust

expected returns to normalize it at a more
realistic level. If net PRB interest is a cost,
we include it in adjusted interest expense
(we do not reduce interest expense if
expected returns exceed interest cost). This

PRB interest is added to reported interest
when the net benefit costs are included in

operating income. If reported interest
already includes an interest component for

PRBs (e.g., as may be the case under IFRS),
we adjust Ir, if necessary, to ensure it
reflects the amount of PRB interest cost. A
similar calculation is made using the actual,

rather than expected, return on plan assets.
The adjustment to funds from operations

starts with a calculation of excess contribu-

tions or PRB borrowing:
'I Total employer contributions (including

direct payments to retirees), less service
costs, less interest costs, plus expected
return yields the excess contribution, if
positive, or PRB borrowing, if negative. (A
similar calculation is made using actual,
rather than expected return.)

l The excess contribution or PRB borrowing
is reduced by taxes at the rate applicable to
PRB costs. That is, the amount is multi-
plied by (1 - tax rate) to create the PRB

adjustment to FFO.
* The excess contribution on PRB borrowing

is added or subtracted to or from FFO.
The balance-sheet adjustments affect assets,

debt, and equity.
* Plan obligations less assets equals the net

pension and postretirement funded status
(deficit or surplus).

I The net balance sheet asset (liability) posi-
tion is determined as the balance sheet

assets less liabilities. For the adjustment to
debt, if net pension and postretirement
funded status is a surplus, debt is not

adjusted. If the net pension and postretire-
ment is a deficit, this amount is reduced by
the expected tax shield, that is, the amount
is multiplied by (1 - tax rate).

U In some jurisdictions, the tax benefit is
realized in advance of funding the deficit
or paying benefits, for example, when the
liability is accrued for tax purposes. The
expected tax shield used in our calculation
only takes into account amounts that have

not yet been received. The adjustment to
equity also considers existing balance
sheet amounts.

I Equity is adjusted for the tax-effected dif-
ference between the deficit/surplus and the

net balance sheet assets/liabilities, Le., mul-
tiplied by (1 - tax rate).
Unlike the adjustment to debt, the

adjustment to equity can be an increase
or decrease.
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(Please see "Corporate Ratings Criteria
2006 edition: Postretirement Obligations
and "Ratings Implications Of New FASB
Standard On Pensions And Other

Pos tretirement Bane it Obligations
published Sept. 29, 2006, on RatingsDirect.)

in these contracts may be provided to us by

the company
If these contracts represent extensions of

existing PPAs, they are immediately included
in the PV calculation. However. a contract
sometimes is executed in anticipation of
incremental future needs. so the energy will

not flow until some later period and there are
no interim payments. In these instances, we
incorporate that contract in our projections
starting in the year that energy deliveries

begin under the contract, just as if the com
party had purchased a plant at that juncture
That way, the debt imputation is viewed in
the context of all the related activity, include
in revenues and cash flow from the forecast
demand. (Of course, the projected PPA debt
is included in projected ratios. That way, the
future PPA figures as a current rating factor
even if it is not included in the current~year
ratio calculations.)

The calculated PV is adjusted to reflect the
benefits of regulatory or legislative cost
recovery mechanisms. The adjustment
reduces the debt-equivalent amount by multi
plying the PV by a specific risk factor that

pertains to each contract. The stronger the
recovery mechanisms, the smaller the risk fac

tor. These risk factors typically range between
0% and 50% but can be as high as 100%

A 100% risk factor would signify that sub
stantially all risk related to contractual obi
nations rests on the company, with no
mitigating regulatory or legislative support
For example, an unregulated energy company
that has entered into a tolling arrangement
with a third-party supplier would be assigned
a 100% risk factor. Conversely, a 0%
factor indicates that the burden of the con
tactual payments rests solely with ratepay
ere. This fact pattern frequently is found
among regulated utilities that act as conduits
for the delivery of a third party's electricity
and essentially deliver power, collect charges
and remit revenues to the suppliers. These

utilities typically have been directed to divest
their generation assets; are barred from level
oping new generation assets; and the power
supplied to their customers is sourced

through a state auction or third parties that
act as intermediaries between retail customers
and electricity suppliers

Power purchase agreements
We view purchased power supply agreements
(PPAs) as creating fixed, debt-like, financial
obligations that represent substitutes for
debt~financed capital investments in genera
son capacity. In a sense, a utility that has

entered into a PPA has contracted with a sup
plier to make the financial investment on its
behalf. Consequently, by adjusting financial
metrics to incorporate PPA fixed obligations
we achieve greater comparability of utilities
that finance and build generation capacity
and those that purchase capacity to satisfy
customer needs

PPAs do benefit utilities by shifting various

risks to the suppliers, such as construction
risk and most of the operating risk. The prim
copal risk borne by a utility that relies on
PPAs is the recovery of the costs of the final
coal obligation in rates. Differentiating the
risk profiles of utilities that take divergent

approaches is incorporated in our qualitative
business-risk assessments

We calculate the present value (PV) of the
future stream of capacity payments under
the contracts as reported in the financial
statement footnotes, or as supplied directly
by the company. The discount rate used is
equivalent to the company's average cost of
non-securitization debt. For U.S. companies
notes to the financial statements enumerate

capacity payments for the coming five years
and a thereafter period. We often have
access to company forecasts that show the
detail underlying the thereafter amount; eth

erwise, we divide the amount reported as
thereafter by the average of the capacity
payments in the preceding five years to
derive an approximation of annual payments

after year five
In calculating the amount we add to debt

we also consider new contracts that will com
hence during the forecast period. Such con

tracts are not reflected in the notes to the
financial statements-but information regard-
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Intermediate degrees of recovery risk are
presented by a number of regulatory and leg-
islative mechanisms. For example, we employ

a 50% risk factor in cases where regulators
use a utility's rate ease to establish base rates
to provide for the recovery of the fixed costs
created by a PPA. While we view this type of
mechanism as generally supportive of credit
quality, the utility still needs to obtain

approval to recover costs and the prudence of
PPA capacity payments in successive rate
cases to ensure ongoing recovery of its fixed

costs. If a regulator has established a power
cost adjustment mechanism that recovers all
prudent PPA costs, a risk factor of 25 % is
employed, because the recovery hurdle is
lower than it is for a utility that must litigate
time and again its right to recovery costs.

In certain jurisdictions, true~up mechanisms
are more favorable and frequent than the
review of base rates, but still do not amount
to pure fuel adjustment clauses. Such mecha-
nisms may be triggered by financial thresh-
olds or passage of prescribed periods of time.
In these instances, a risk factor between 25%
and 50% is employed.

Legislatively created cost-recovery mecha-

nisms are long-lasting and more resilient to
change. Consequently, such mechanisms lead
to risk factors between 0% and 15%,
depending on the legislative provisions for cost
recovery and the supply function borne by the
utility. Legislative guarantees of complete and
timely recovery of costs are particularly impor-
tant to achieving the lowest risk factors.

We do not impute debt for supply arrange-
ments if a utility acts merely as a conduit for
the delivery of power. As an example, New

]Hersey's vertically integrated utility companies
were transformed into pure transmission and
distribution utilities. The state commission,

or an appointed proxy, leads an annual auc-
tion in which suppliers bid to serve the state's
retail customers, and the utilities are protect-
ed from supplier default. The state's utilities
merely deliver power and collect revenues
from retail customers on behalf of the suppli-

ers. Therefore, we impute debt only to New

Jersey utilities' qualifying facility and exempt
wholesale generator contracts-and not for
other electricity supply contracts where the
utilities merely act as conduits between the

winners of the regulator's supply auction and
the end-user; retail customers.

\Va also exclude PPAs with durations of
less than one year where they serve merely

as gap fillers, pending either the construc-
tion of new capacity or the execution of
long-term PPA contracts. These contracts are

temporary-and we focus on the more per-
manent situation, which is factored into the
forecast ratios.

Given the long-term mandate of electric
utilities to meet their customers' demand for
electricity, and also to enable comparison of
companies with different contract lengths, we
use an evergreening methodology. Evergreen
treatment extends the duration of short-and
intermediate~term contracts to a common
length of around 12 years. To quantify the
cost of the extended capacity, we use empiri-
cal data regarding the cost of developing new

peaking capacity, incorporating regional dif-
ferences. The cost of new capacity is translat-
ed into a dollars-per-kilowatt-year figure

using a proxy weighted average cost of capi-
tal and a proxy capital recovery period.

Some PPAs are treated as operating leases
for accounting purposes-based on the tenor

of the PPA or the residual value of the asset
upon the PPA's expiration. We accord PPA

treatment to those obligations, in lieu of lease
treatment, if companies identify them to us.

That way, such PPAs will not be subject to a
100% risk factor for analytical purposes as
though they were ordinary leases; rather, the
PV of the stream of capacity payments associ-
ated with these PPAs is reduced to reflect the
applicable risk factor. (PPAs treated as capital
leases for accounting purposes do not fall
under our PPA adjustment.)

Long-term transmission contracts can also
serve in lieu of building generation, and,
accordingly, fall under our PPA methodology.
In some cases, these transmission contracts

provide access to specific power plants, while
other transmission arrangements provide

access to competitive wholesale electricity
markets. We view these types of transmission
arrangements as extensions of the power
plants to which they are connected or the

markets that they serve. Accordingly, we
impute debt for the fixed costs associated
with such transmission contracts.

76 www.corporatecriteria.standardandpoors.com

APS12Q77



Docket No. E-01345A-08-0172
Attachment RCS-3
Page 76 of 107

Yustment procedures
Data requirements

Future capacity payments obtained from
the financial statement footnotes or from
management
Discount rate: the company's cost of noise

curitized debt
Analytically determined risk factor

Calculations

Operating income after D8cA and EBIT are
increased for interest expense

(Please see "Standard 8 Poor's
Methodology For Imputing Debt for U.S
Utilities' Power Purchase Agreements
Published May 7, 2007, and "Credit FAQ
Imputed Debt Calculation For U.S. Utilities
Power Purchase Agreements, " published

March 30, 2007, on RatingsDirect.)

I

Share-based compensation expense
We view the value of equity instruments (for

example, stock options and restricted shares
awards) granted to employees and/or other
service providers as an outlay that should be
taken into account in evaluating issuers' per
formance and profitability. When we assess a
company's ability to generate a real, all-in
return on capital employed, we should not
view differently companies granting equity
from peers using cash as a form of compensa
son. Although often not representing a direct

or an immediate call on a company's cash
resources, these grants are made in exchange
fog or in anticipation of, services to be pro
vided: They have a real economic value and

so should be considered
In analyzing the financial aspects of equity

awards granted by an issuer, we consider
adjustments to

I

Balance-sheet debt is increased by the PV
of the stream of capacity payments multi
plied by the risk factor
Equity is not adjusted, because the rec far
acterization of the PPA implies the creation
of an asset. which offsets the debt
PP8CE and total assets are increased for the
implied creation of an asset equivalent to
the debt
An implied interest expense for the input
ed debt is calculated by multiplying
utility's average cost of nonsecuritized debt
by the amount of imputed debt (or, average

PPA imputed debt, if there is fluctuation of
the level), and is added to interest expense
The cost amount attributed to depreciation

reclassified as cape, thereby increasing
operating cash flow and FFO
We impute a depreciation component to

PPAs. The depreciation component is
derived by multiplying the relevant year's
capacity payment by the risk factor and amen
subtracting the implied PPA-related interest
for that year. Accordingly, the impact of
PPAs on cash flow measures is tempered
Some PPA contracts refer only to a single
all-in energy price. We identify an implied
capacity price within such an ail-in energy
price, to calculate an implied capacity pay
went associated with the PPA. This
implied capacity payment is expressed in
dollars per kilowatt~year, multiplied by the

number of kilowatts under contract. (In
cases that exhibit markedly different
capacity factors, such as wind power, the
relation of capacity payment ro the all-in
charge is adjusted accordingly.)

Operating income before DECCA and
EBlTDA are increased for the imputed
interest expense and imputed deprecia
son component, the total of which

equals the entire amount paid for PPA
(subject to the risk factor)

Normalize the value of these grants in cal
curating earnings and performance-based
metrics. That is, certain accounting regimes

mandate expensing of stock-based grants
while others do not. In addition. certain
practices employed by management, such as
vesting acceleration and other award mode
fictions. could meaningfully affect reported
results. Accordingly, certain adjustments
may be warranted for more meaningful
peer and period-over-period comparisons
Highlight the effect that these arrange
merits might have over time on cash flows
That is, although most awards do not
result in cash being exchanged upon grant

future cash flows are clearly affected. This
occurs as a result of payments received by

the company upon exercise or issuance of
shares; payments made by the company for
share repurchases (to mitigate EPS dill
son); a company's practice to settle the

value of equity grants in cash in lieu of
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shares; and tax savings generated by the
favorable tax treatment generally afforded

to options and other grants.
Separately, we try to ascertain the effective-
ness of a company's grants in aligning
employee incentives with shareholders' and

creditors' objectives.
Until recently, the major accounting

regimes (e.g., IFRS, U.S. GAAR Canadian
GAAP, and Australian GAAP) did not man-
date expensing of these costs. Now most
require the fair value of equity~based grants

(or an approximation of that value) to be
included as an expense in the income state~
went. This amount is generally expensed over
the benefiting period, i.e., the period the
employee is assumed to provide services in
exchange for the award. Often the vesting
period is used as a proxy. Prior to the advent
of IFRS and the recent mandating of expens-
ing under U.S. GAAP for all stock~based
grants, the accounting was greatly fragment-
ed and inconsistent among companies and
jurisdictions, and also varied according to the
form of the award. For example, although
restricted shares or stock appreciation rights

may be economically equivalent to stock
option grants, the accounting differed.
Further, disclosures of stock-based compensa-
tion arrangements, which were lacking in the
past, have vastly improved as a result of gov-
ernance and transparency requirements by
accounting-standard setters, securities regula-
tors, and exchanges, providing more perti-
nent data on these arrangements.

Companies may, at times, modify their
share-based awards, grant a one-time award
(e.g., upon an acquisition), or accelerate vest-
ing (e.g., upon a change in control or down-

sizing). These actions could meaningfully
alter reported income and introduce discrete
volatility to earnings. However, adjustments

for these variants generally are not feasible as
a practical matter, and are attempted only
where material and the relevant information
is available.

Profitability analysis
Our objective is to capture compensation
cost in our profitability measures--regard~
less of the means of payment (i.e., whether
paid in cash, shares, options or other in-
kind payment)--as fully and as consistently

as possible.
With the recent accounting changes, most

rated companies now expense the cost of equi-
ty-based grants, so the consistency of reported
earnings is significantly enhanced, obviating in

many cases the need to define a different com-
mon basis for analysis. However, where infor-
mation enabling quantification is not

available, we employ a qualitative assessment,
to be conscious of the difference among peers.

Cash-flow analysis
When a company grants share-based awards,
generally no cash is paid or received. Cash-
flow consequences, if any, only arise when
the options are exercised (e.g., as a result of
payment of the exercise price and from asso-

ciated tax benefits). For some other grants,
such as stock appreciation rights (SARa)
payable in shares and restricted share grants,
no cash changes hands at all. ]use as with all
issuance of equity, the company's financial

position is enhanced, or at least is not dimin-
ished, as a result of the grant (assuming set-
tlement is effected with shares, and the
grant/exercise is not tied to commensurate
repurchases). From a cash-flow standpoint,
companies would gain flexibility to the extent

that stock-based grants provide an alternative
ro cash compensation and their creditors
should be better off, while their shareholders

will be diluted.
Our cash-flow measures, such as FPO

and OCF, are not affected by share-based
grants. Being a non-cash item, share-based
related expense will continue to be backed

out on the cash flow statement. Because
options and restricted share grants repre-
sent non-cash events, our key cash flow
ratios-FPO to total debt, EBITDA to
interest, and debt to EBITDA-exclude

stock option expense. Accordingly, for com-
panies whose stock-based compensation
expense (payable in shares) has been
deducted, we adjust EBITDA measures by

adding back the expense.

Unlike options or restricted share awards,
certain other share-based arrangements are
payable solely in cash (e.g., stock apprecia-
tion rights required to be settled in cash), and

represent a future call on a company's cash
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flow. The obligations under these arrange-
ments are treated as debt.

For tax-reporting purposes, the exercise or

the point of vesting (not granting) of certain
stock-based awards often generates a tax-
deductible expense, regardless of whether the
company has been expensing stock-option
grants for financial reporting purposes. Tax
credits are shown as an operating item on the

cash flow statement under U.S. GAAP only to
the extent they relate to the accounting
expense; if the tax deduction exceeds the
amount attributable to the accounting
expense, such excess is a financing item.
Analytically, we view tax benefits more
appropriately as a financing item on the cash
flow statement, since they are triggered only
upon equity issuance.

To mitigate dilution caused by options

and other share-related grants, companies
often engage in share repurchases. Arguably,
if a company regularly reverses the dilution
resulting from the exercise of share-based

awards through share repurchases, the relat-
ed cash outlays (net of cash proceeds from
the exercise) could be treated as a cash
operating expense. However, we view a
company's decision to repurchase its shares

as a separate matter-and part of the com-
pany's overall corporate finance strategy.
Accordingly, we determine the level of
expected share repurchases in the context of
a broader assessment of liquidity, capitaliza-
tion, and financial policy.

In contrast, when an issuer enters into
derivative or similar contracts to repurchase
shares at a future date, we view these con-
tracts as precursors to such purchases-and
incorporate the repurchase immediately in the
analysis. Still, even in the absence of such
contractual arrangements, the analysis incor-
porates the eventual share repurchases if they

are anticipated. We adjust debt by adding
amounts that are anticipated as necessary to
fund these transactions.

which is determined at the grant date, ratably
over the related service period. As a result of
the use of the grant date fair value to deter-
mine the accounting expense, rather than an

exercise-date intrinsic or other value for tax
deduction purposes, the book and the tax
expenses will differ. Furthermore, U.S. GAAP
does not allow companies to record a reduc-
tion to income tax expense on their income
statements for these excess tax benefits.
Instead, the tax benefit is recorded directly as
an incremental increase to equity (more
specifically, additional paid-in capital) and a
reduction of taxes payable (i.e., never record-
ed in as a benefit in the income statement).
Consistent with our view that the tax benefits
are more financing in nature, because they
relate to equity issuance, this will not give
rise to an adjustment.

If the options ultimately expire unexer~
cosed, any previously recorded accounting
expense (recorded based on the award's ini~
rial fair value) is not reversed under U.S.
GAAP. Although in this circumstance no tax
deduction would be generated at all, it
would result in a deferred tax asset being
recorded on the company's balance sheet

over the expense recognition period (because
the book expense and resulting deferred tax
assets are calculated based on the initial fair
value). This tax asset is reversed through
earnings only upon expiration of the exer-

cise period. This requirement can cause large
deferred tax assets, unlikely to be realized,

to remain on a company's balance sheet,
causing artificially inflated equity balance in
circumstances in which a company's fortunes
are adversely changing, and its options are
moving substantially out of the money (ren-
dering both exercise and use of the tax bene-
fit improbable). Analytically, it would be
more appropriate to reverse the asset
amount against equity when it becomes
apparent that use of the benefits is unlikely.

Adjustments for these situations are consid-
ered only in rare circumstances.

Both IFRS and U.S. GAAP now require the
expensing of stock options and other share-

based employee compensation. However, to
facilitate the transition from the prior approach
of not expensing, the transition provision

allows companies to apply this approach only

Additional considerations
For U.S. tax purposes, generally the exercise
(not granting) of certain stock options results
in a tax-deductible expense to the employer.

However; for GAAP purposes, the company
expenses the fair value of stock options,
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to grants that were made after a specific date
(e.g., Nov. 7, 2002, under IFRS). As a result,
costs for an increasing proportion of outstand-

ing grants will be expensed over time.We have
generally not attempted to adjust earnings
measures to include the missing expenses in the
early years of the transition.

stranded costs, to the extent that debt is serv-

iced separately by the utilities' customers
through direct inclusion in rates. Because the
customers, not the utility, are responsible, by

statute, for principal and interest payments,
we remove the debt from the balance sheet
for analytical purposes. We also remove relat-
ed amounts from revenue, depreciation,
and interest.

I

Adjustment procedures
Data requirements

Amount of securitized debt related to
stranded costs on the utility's balance sheet
at period end;

I Interest expense related ro securitized
stranded~cost debt for the period; and
Principal repayments on stranded-cost
securitized debt during the period.
Note: We obtain the data from the finan-
cial statements and footnotes of the utility;
or separate special purpose vehicle (SPV)

created for the debt securitization; or infor-
mation received directly from the utility.

Calculations

I

I

Adjustment procedures
Data requirements

Total period share-based compensation
expense reflected in the financial state-

ments. (Amounts may be available in the
statements or in the notes.)
In jurisdictions that do not require expens-
ing of such compensation, an estimate of
what would be expensed.
Amount of deferred taxes unlikely to be
realized.
Tax cash flows included in operating that
we view as financing.
Estimate of amounts to be used for
share repurchases.

Calculations
EBITDA: Where noncash stock compensa-
tion costs have been expensed, we reverse
the expense amount.
SG8cA, Operating income before and

after D8cA, and EBIT: In jurisdictions
where share-based compensation is not
required to be expensed, the estimated
amount is deducted from these
prof itability measures.
Tax assets that are unlikely to be realized
are subtracted from assets and equity.
Taxes that are financing in nature are
added to operating cash flow and FFO.
Debt is increased-and equity decreased-
for related share repurchases that are con-
tractually committed or otherwise imminent.
(Please see "Analytic Implications Of

Stock-Based Compensation Accounting, "
published March 24, 2005, and
"Camouflaged Share Repurchases: The
Rating Implications of Total-Return Swaps

and Similar Equity Derivatives," publisNea'
Dec. 7, 2000, on RatingsDireet.)

Stranded costs securit ization of
regulated util it ies
For rate-regulated utilities, we remove the

effects of debt related to securitization of

Adjustment to debt: We subtract the strand-
ed-cost securitized debt from total debt.
Adjustment to revenues: We remove the

revenue earned from customers that is
committed to paying securitized debt prin-
cipal and interest from total revenues. We
assume that revenue equals the sum of
interest and principal payments made dur-
ing the year.
Adjustment to operating income before
depreciation and amortization and EBIT-

DA: We remove the revenue earned from
customers committed to paying principal
and interest on securitized debt.
Adjustment to operating income after

depreciation and amortization and EBIT:
We remove the revenue earned from cus-

tomers committed to paying principal and
interest. We also remove depreciation and
amortization related to the regulatory
asset, which we assume equals the sum on
principal payments during the period. As a

result, the reduction to operating income
after DECCA is only for the interest portion.

Adjustment to interest expense: We reduce
interest expense by interest expense of the

securitized debt.
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Operating cash flows: We reduce operating
cash flows for revenues and increase for

the assumed interest amount related to the
securitized debt. This results in a net
decrease to operating cash flows equal to
the principal repayment amount.
(Please see "Securitizing Stranded Costs,"

published jar. 18, 2001, on RatingsDirect.)

The key analytical considerations regarding
net debt adjustments are the quality of the
financial assets themselves, and the company's

purpose and strategies for maintaining them-
although doing so involves commensurately
higher levels of debt. Some of the possible

strategies--and what they imply for the per-
manence of the surplus-are discussed below.

Virtually all companies require some cash
to facilitate their operations. Retailers, restau-
rants, and supermarkets, for example, need
cash to make change. More broadly, compa-
nies require a certain level of cash for very-
near-term liquidity. We do not give any
special credit or make any adjustments for
cash that is merely adequate to support ongo-
ing operations, even though the amount can

sometimes be quite substantial-especially for
companies that operate numerous facilities,

and those that transact in diverse currencies.
Companies engage in dialogue with us to

help us gauge these near-term operating liq-
uidity needs, and our sector comparisons

and reviews also target peer consistency
regarding maintenance of sufficient liquidi-
ty. Apart from potential netting for surplus-
es, maintaining adequate liquidity is always

an important rating consideration. A com-
pany with a deficient level of cash for work~
in capital needs would be penalized in its
rating assignment.

However, many companies possess still
greater cash, and/or liquid, low-risk, finan-
cial resources. Several different possible pur-
poses and strategies could apply. This is
important to our analytical treatment- There
are many situations in which we use net cat
culations and, many others where we do not,
usually determined by the company's strate-
gies. The strategies explained below are in
descending order, starting with the most sup-

portive of a net approach and concluding
with a number of strategies that do not lead
to a net approach.

Surplus cash
The credit profile of companies that have
accumulated cash is, of course, enhanced by
the available liquidity. But our analytical
methodology regularly goes a step further,
by adjusting both financial and operating
ratios to reflect a company's surplus cash
(that is, unless the surplus is deemed to be
only temporary).

Industrial credit ratios are intended to cap-
ture the degree to which a company has
leveraged its risk assets, and highly liquid
financial assets often involve virtually no risk.

Moreover, ratios are designed to indicate a
company's ability to service and repay debt
obligations from operating cash flow, and
surplus cash and/or highly-iiquid assets are,
in a sense, available ro repay debt apart from

ongoing cash flow generation. Accordingly,
we often net surplus cash against debt and
debt-like obligations-so that net debt is
what figures in ratio calculations.

In some situations-only where the surplus
cash is structurally linked to debt that would
not be needed, were it not for the cash hold-
ings-we also use a net interest expense when
calculating the denominator of coverage
ratios, such as FRO/irterest, EBIT/interest
and EBITDA/interest. (Absent such linkage,

we use gross interest in the denominator.
Also, since interest income is differentiated
from operating income, it is generally not
included in the numerator.)

Further, maintenance of surplus cash distorts

operational benchmarks and return on assets
(ROA) measures that are important for peer
comparisons in some sectors, such as pharma~

ceuticals. Given the relatively low returns on
low-risk financial assets, maintaining such
assets depresses asset~re1ated margins (even

without taking into account interest expense
required if the company is financing the cash
with debt that otherwise would not be needed).

I

Strategies that support net-debt treatment

Defeasance (both legal and economic).
Because the company places very high-

quality assets in a trust to cover the interest
and principal of a specific debt issue, this is
the most obvious application of the net

debt adjustment. (See "Defeasance Of
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I

in outstanding debt balances), holding the
proceeds in cash or near-cash investments
drawing down the cash as the year pro

greases, and then replenishing it at period

end. The company should not be penalized
relative to a company that instead relies on
borrowing only as the need actually maters
alizes, thus avoiding the debt showing up

on its yearend financial statements. (In
both cases, there may be equal prudence
since the latter company would typically be
able to rely on a revolving credit agree
went.) To avoid such a distortion and pro
mote comparability, we would use a
net-debt approach. However, it would be
tricky to estimate the impact on interest
expense involved for this pattern, which is
one reason we are reluctant to focus on net
interest expense
Maintain access to financial markets. Very
similar to the above strategy, some compo
mies believe it is in their best interests to

keep a fairly stable presence in the financial
markets, especially in commercial paper
markets. They maintain market presence
on a regular basis, and avoid going in

out of the markets as their cash flow pat
terns would dictate

Strategies that do not support
net-debt treatment

I

Corporate Bonds May Be Gaining
Popularity" published ] f ly 25, 2006

on RatingsDirect)
Tax arbitrage, Some companies maniac

tore in various tax havens: retain related
profits in those low-tax locales and avoid
tollgate taxes by holding financial invest
merits there; while financing and incurring

tax-deductible interest expense in higher
tax rate jurisdictions. Such structural basis
for maintaining cash is another solid Rea
son for applying the net debt adjustments

(However, for analytical purposes, any
tollgate" taxes payable upon repatriation

are subtracted from the cash.) The large
cash-rich U.S. pharmaceutical companies
offer a good example of this tax arbitrage
strategy. And, given the magnitude of this
aspect of these companies' finances, prof
inability measures could be quite distorted
without also adjusting return on asset
ratios to a net basis. (See "Credit FAQ
Tax Relief O11 Foreign Cash And Its
Special Benefit To U.S. Drug And Medical
Device Firms," published Sept. 14, 2004
and "Ratings Implications Of Earnings
Repatriations Under The American ]obs

Creation Act," published June 26, 2006
on RatingsDirect.)

Funding future payment of obligations
especially retiree obligations. Some com
parties may earmark financial assets on
their balance sheet to provide for their
retiree benefit obligations. In particular
some large German corporations assert
that this is their financial policy. Indeed

while these assets are not legally segregate
ed, we would view them as offsetting the
liability. Application of the net debt
approach in such cases presumes that the
liability itself is sufficiently debt-like to be
included in our definition of adjusted
debt. (U.S., U.K., and Dutch companies

among others, are forced by law to fund
their pension obligations in a trust. Our
pension adjustment adds back only any
unfunded portion, which is equivalent to
netting these financial assets against the

debt-like pension liability.)

Meet seasonal requirements. A company
may choose to pre~fund its intrayear bar
rowing needs, by borrowing (or not repay

Cyclical safety net. Some companies tend

to accumulate cash during good times, and
hold onto it for self-preservation during

expected lean years. For companies that
have large ongoing capital requirements
this can be critical. The large U.S. auto

companies offer a dramatic example
Similarly, high-technology companies tend
to operate with a large cash cushion, given
the vicissitudes of the technology product
life cycles. Such cash is not really an offset
to debt. and net debt is not used as the
basis for analysis in these instances
(Nonetheless, it is hard to forecast how

much cash is appropriately dedicated to

spending in future downturns. So the Ana
last might calculate supplementary ratios

based on netting, just to gain perspective
and for peer comparison purposes.)
Reserve for investment opportunities. Cash

earmarked for investment in operations
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tend to be fairly conservative about which

assets can be used to fully offset debt.
However, a diversif ied portfolio of assets-

such as traded equities, for example-can
constitute a reasonably high quality invest-
ment, and is certainly very liquid. We have

sometimes taken a net approach even with

respect to nonfinancial assets, when they
exhibit similar critical aspects of low risk and

liquidity. For example, agricultural commodi-
ty and energy trading companies hold inven-
tory against committed orders. Netting the
value of these commodities against debt
allows a better picture of the true credit risks.

To the extent that asset values may be sub-
ject to decline, we would haircut the invest-
ment prior to the netting adjustment. There
are situations where we would not adjust for
excess cash on the balance sheet because the
company has only limited access to the funds.
Such exceptions include:

l Funds held at partially owned subsidiaries.
joint-venture partners or minority share~
holders may insist on maintaining signifi-
cant liquidity at the subsidiary level, or
may otherwise limit the repatriation of

cash to the group's central treasury opera-
tions. Restrictive bank loan covenants at
these units create similar restrictions.

1 Operating subsidiaries that are regulated.
These business units may be prevented
from up~streaming cash to their parents, or

may have to maintain substantial cash bal-
ances for regulatory reasons.

I Captive insurance subsidiaries. While cash
appears unencumbered, it usually has to be
invested in line with the subsidiary's insur-
ance status and regulations.
Pension funding vehicles. Even pension sur-
pluses are generally regarded as inaccessi-
ble for all practical purposes.

expansion or capital projects-or acquisi-
tions does not qualify for netting against
debt. The cash position is temporary,
although some companies may take their

time until the opportunity they seek
arrives. Of course, having such cash to

invest is a great positive that must not be

overlooked; it figures in other aspects of
the analysis: The potential additional cash
flow that can be anticipated from enlarged
operations is considered in financial projec-
tions, and the current availability of cash
enhances liquidity.
Awaiting return to shareholders. In the cur~
rent financial environment, this situation
may be the most common, at least in the
U.S. Many companies that have been suc-
cessful at generating surplus cash are moti-
vated to repurchase stock or pay out special
dividends. While shareholder enrichment
programs may stretch out over several
quarters or even a few years, the cash posi-
tion of such companies is ephemeral, and

should not be netted against debt.
There are many instances where the pur-

pose may be mixed or the strategy unclear.
Local business practice can then form the

basis for deciding whether the cash position
is likely to be long~lasting. Accordingly, com~
parties with surplus cash that operate in the
European context are regularly afforded net
debt treatment, given the acceptance--even
tradition-of companies operating perma-
nently with surplus cash. (Whatever portion
is deemed to be needed for operations is
excluded from the adjustment.)

In contrast, North American companies
operate in an environment that looks askance
at cash accumulation. Shareholders expect
these funds ro be invested, or returned to
them for reinvestment. We therefore presume
that, in most cases, surplus cash will be dis-

tributed to shareholders sooner or later.
Accordingly, few companies in North
America are analyzed on a net-debt basis.

Some companies participate in global
industries, and may be influenced, to some

extent, by the behavior of cross-border peers.
This could provide additional insight into
what to expect in those instances.

A company's excess cash may be invested
in assets of varying quality or liquidity. We

Adjustment procedures
Data requirements

The amount of surplus cash is judgmentally
determined, based on our assessment of liq-
uidity available to repay debt.

I Estimated taxes that would be subject to
collection upon repatriation, if applicable.

Calculations
Debt and cash and investments are reduced
by the surplus cash amount, net of related
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taxes. However, the resulting debt amount
may never be negative.

I If the cash and debt are structurally
linked, interest expense is reduced by an

amount that corresponds to earnings on
the surplus cash.
(Please see "Net Debt Adjustments Reflect

Asset Quality, Strategic Intent," published
Feb. 22, 2007, on RatingsDi1eet.)

Trade receivables securitization
Securitization is an important financing vehi-
cle for many companies, often providing
lower-cost, more diverse sources of funding
and liquidity than otherwise available to the
company. However, securitizations do not
ordinarily transform the risks or the underly-
ing economic reality of the business activity,
and do not necessarily provide equity relief

(i.e., that having accomplished a securitiza-
tion, the issuer can retain less equity, or incur
more debt, than otherwise would be the case,

without any change in its credit quality).
To the extent the securitization accomplishes

true risk transfer (i.e., all risks-contractual,
legal, and reputational), the transaction is inter-
preted as an asset sale. Yet, in the much more
common case, the company retains the bulk of

risks related to the assets transferred, and the
transaction is akin, in our view, to a secured
financing. More importantly, perhaps, we do
not give any benefit for securitization of assets
dart will be re-generated in the ordinary course
of business (and financed on an ongoing basis).

Key considerations in assessing the extent
of equity relief include:

Riskiness of the securitized assets. The only
risk that can be transferred is that which
existed in the first place. If, as is often the
case, an issuer securities its highest-quality
or most liquid assets, that limits the extent
of any meaningful equity relief.
First-loss exposure. The issuer commonly
retains the first-loss exposure, to enhance
the credit protection afforded for the securi-
tized debt. For the securitized debt to be

highly rated, the extent of enhancement
must be a multiple of the expected losses

associated with the assets. The first~loss
layer thus encompasses the preponderance
of risk associated with the securitized assets,

and the issuer's total realizations from the

I

securitization will vary depending on the

performance of the assets. Often, only the
risk of catastrophic loss is transferred to
third-party investors-risk generally of little
relevance in the corporate rating analysis.
Moral recourse. How the company would

behave if losses did reach catastrophic levels.
Empirical evidence suggests companies often
believe they must bail out troubled financ-
ings (for example, by repurchasing problem-
atic assets or replacing them with other
assets) to preserve access to this funding
source and, more broadly, to preserve their
good name in the capital markets, even

though they have no legal requirement to do
so. Moral recourse is magnified when securi-
tizations are a significant part of a cornpa-
ny's financing activity, or when a company

remains linked ro the securitized assets by
continuing in the role of servicer or operator.

l Ongoing funding needs. Even if it were
contractually and legally certain that the

risks related to a given pool of assets had
been fully transferred and the issuer would
not support failing securitizations, equity
relief (or an analytical reconsolidation) still
would not necessarily have been achieved.

If, for whatever reason, losses related to
the securitized assets rose dramatically

higher than initially anticipated, and if the
issuer has a recurring need to finance simi-
lar assets, future access to the securitization
market would be dubious--at least eco

comically. Future funding needs would
then have to be met by other means, with
the requisite equity (and the equivalent
level of borrowings) to support them.
Thus, even if a company separately sells

the first-loss exposures, or sells the entire
asset without retaining any first-loss expo-
sure, it would not achieve equity relief.
The accounting treatment of securitizations

may not be congruent with our analytical
perspective, and, accordingly, adjustments to

the reported financials often are necessary
(especially for companies reporting under

U.S. GAAP, since many securitizations remain
on-balance sheet under IFRS).

For transactions in which a company
retains the preponderance of risks (including
those related to ongoing funding needs), we

calculate ratios where the outstanding
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amount of securitized assets are consolidated
along with the related securitized debt
regardless of the accounting treatment. If
securitization is used essentially to transfer
risk in full and there are no contingent or

indirect liabilities. we view the transaction as
the equivalent of an asset sale. When nieces

say, then, we recast the assets, debt, earnings
and cashflows, and shareholders' equity
accordingly, including adjusting for deferred
tax effects and imputed interest

the securitization is consolidated. the related

borrowings are treated as a financing active
Ty. If the securitization is not consolidated, it
is as if the assets self-liquidated on an acc el
erased basis: No debt incurrence is identified
separately, either as an operating or finance
in source of cash. When our analytic view

is that securitizations should be consolidated
(or, in rare situations, when those that are
consolidated should not be), it would be
desirable to recast the statement of cash
flow accordingly-to smooth out the Maria
sons in operating cash flow that can result

from the sale treatment of the securitization
which can give a distorted picture of recur
ring cash flow. Again, as a practical matter;

this often can be difficult to accomplish

Issues/limitations of adyustments
When securitizations are accounted for as
sales, they commonly give rise to upfront
gain/loss~on~sale effects, which represent the
present value of the estimated difference
between the asset yield and the securitization
funding rate and other securitization-related
costs. For securitizations that we are putting
back on the balance sheet, it is appropriate to
back out such gains and spread them out
over the life of the securitizations, given the
uncertainty about whether the earnings will

ultimately be realized as expected and their
essentially r1on~recurring character. Losses

that reflect the discount on sale are
backed out, to avoid double-counting the
interest component of the transactions

To impute interest, we generally have to
approximate a rate, given the lack of precise

information that is available. Since securitiza
sons tend to be relatively well-secured and

risk-free for the investor. we assume a rate that

approximates the risk-free rate, currently 5%
In theory, it might be desirable to fully

recast the income statement. and consolidate
off-balance-sheet securitizations. but as a
practical matter, this is difficult to accord
push. Still, some companies have voluntarily
included pro forma schedules in their public
disclosures to enable such analysis

Cash inflows or outflows related to work
in capital assets or liabilities, or finance
receivables, are classified as operating in

nature on the statement of cash flows under
U.S. GAAP and IFRS. Hence. securitizations

affect operating cash flow, with particularly
significant effects possible in reporting Peri

ode when securitizations are initiated or
mature. The reporting convention varies in
line with the balance sheet classification. If

Adjustment procedures
Data requirements

I Identify the period-end amount and aver
age outstanding amount of trade receive
ables sold or securitized. for which an
adjustment is warranted, that are not on

the balance sheet
Calculations

Debt and receivables are increased by

the amount of trade receivables sold
or securitized

I Interest expense is increased by an amount
of interest imputed at the risk-free dis

count rate
Operating cash Hows are adjusted to
remove the proceeds from the securitiza
son when there is an increased level of

securitization-upon initiation of security
cation or subsequent fluctuation in
amounts securitized. Merely rolling over
existing securitization requires no cash
flow adjustment
(Please see "Securitization's Effect On

Corporate Credit Quality," published Not
28, 2005, and "Finance Company Rating
Methodology: Credit Ratios To Be Analyzed

On A Managed Easis," published Feb. 23
2001, on RatingsDirect..)

Volumetric production payments
A volumetric production payment (VPP) is an

arrangement In which an exploration and
production (E8CP) company agrees to deliver
a specified quantity of hydrocarbons from
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Ratios And Adjustments

treatment reflects the view that WPs are con
ceptually similar to secured debt, rather than
asset sales. The similarity pertains in typical

deals. in which the reserves included in the
production agreement are significantly greater
than the required volumes. The seller bears the
obligation to deliver the agreed-upon volumes
and retains the production and a significant
amount of reserve risk, while receiving the
benefit of fixing commodity prices. A VPP
structured with minimal coverage would be
viewed as closer to an asset sale. since the
transfer of risk would be more substantial

Adjustment procedures
Data requirements
* Amount of VPP-related deferred revenue

reported on the balance sheet at period end
Oil and gas reserve data (related to WPs that
have been removed from reported amounts)
Remaining quantity of oil and gas reserves

removed from reported reserves at end of
period (yet to be delivered); and
Oil and gas volumes produced during the

year from the VPPs
The amount of deferred revenue related to

VPPs at period end is obtained from the
financial statements. Reserve quantities may
come from the financial statements or from
the company
Calculations

I

specific properties to a counterparty (often
financial institution) in return for a fixed

amount of cash received at the beginning of
the transaction. The seller often bears all of
the production and development costs assoc
ate with delivering the agreed-upon vol
Ames. The buyer receives a nonoperating
interest in oil and gas properties that produce

the required volumes. The security is a real
interest in the producing properties that is
expected to survive bankruptcy of the E8CP
company that sold the VPR When the total

requisite units of production are delivered
the production payment arrangement Fermi
mares and the conveyed interest reverts back
to the seller.

We view production payments structured
with a high level of security to production
coverage as debt-like obligations, and adjust
financial and operating analysis accordingly
The retention of risk in VPPs is central to our
treatment of such deals as largely debt~like

The accounting for VPPs affects the seller's
financial statements and also operating states
tics in several ways. The VPP volumes (i.e., the
amount of oil and gas required to be delivered

under the agreement) are removed from the
seller's reserves. Proceeds received for the VPP
increase the seller's cash balances. and the sell
Er books a deferred revenue liability---or
debt-to reflect the obligation under the agree
went. Revenues and costs incurred to produce
the VPP volumes are included in the seller's
income statement as and when the oil and gas

produced. Operating statistics calculated on
a per-barrel basis will be overstated because
they include both the amortization of deferred
revenues and costs. but do not factor in the
volumes related to the VPR In the case of lift
in costs, for example, barrels produced in the
numerator are lower; while the expense in the
denominator continues to include the cost of
producing the VPP volumes

When the necessary data are available, we
adjust the reported results to minimize the dis
portion caused by accounting for a production

payment. The required volumes are returned
to reserves and deferred revenue is treated as

debt. Similarly, the oil and gas volumes pro
diced to meet the WP requirements are added
to the E8CP company's production when calc

fating per-barrel sales and lifting costs. This

I

Adjustment to debt: We add the amount
of deferred VPP revenue at period end

to debt
Adjustment to interest expense: We
impute interest expense on the adjustment
to debt. The rate is that inherent in the
contract, or a rate estimated by the Ana
last based on the conlpany's secured bar
rowing rates. In either case, it is applied
to the average of the current period end
and the previous period end deferred VPP
revenue balance
We add period-end reserve volumes related
to VPPs back to reported reserves

Similarly, we add the oil and gas volumes
produced to meet the VPP requirements to

the company's production and sales states
tics used to calculate per-barrel selling
prices and lifting costs
Adjustment to operating cash flow- We

reclassify cash proceeds from VPPs
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financing cash flows. Future cash flows
will be adjusted (if practicable and data are

available) upon delivery, ro reflect the cash
flows associated with the properties.
(Please see "Credit FAQ: Volumetric

Production Payments For U.S, Oil And Gas
Companies," published April 14, 2005, and

"Oil And Gas Volumetric Production
Payments: The Corporate Ratings Perspective,"
published Dec. 4, 2003, on RatingsDirect.)

employers assume direct responsibility for

medical treatment, lost wages, etc.
In these cases, under U.S. GAAP or IFRS,

the incurred liabilities usually are recorded on
the company's balance sheet as other liabilities,
based on an actuarially determined present
value of known and estimated claims.

Accordingly, these obligations represent a call
on future cash flow, distinguishing them from
many other, less-certain contingencies. They
are analogous to postretirement obligations,

which we also add to debt.
Treating the workers»compensation liability

as debt affects many line items on the financial
statements. Ideally, if there is sufficient disclo-
sure available, we would adjust fully (in a
manner akin to our post-retirement adjust-
ments). In practice, the data are not available,

so we reclassify these obligations, adjusted for
tax, as debt. Similarly, we may also treat other
analogous self-insurance-type liabilities as debt.

I

W orkers compensation/self  insurance

Workers compensation systems provide com-
pensation for employees injured in the course
of employment. While schemes differ between
jurisdictions, provisions may be made for
payments in lieu of wages, compensation for
economic losses (past and future), reimburse-
ment for or payment of medical and like
expenses, general damages for pain and suf-
fering, and benefits payable to the dependents
of workers killed during employment. (For
example, U.S. coal mining companies, under
the Federal Coal Mine Health and Safety Act,
are responsible for medical and disability
benefits to existing and former employees and

their families who are affected by pneumoco-
niosis, better known as black lung disease.)

Workers compensation coverage may be
provided through insurance companies, and
thus is not a financial concern for the compa-
ny. But, in certain instances and/or industries,

Adjustment procedures

Data requirements
Net amount recognized as a liability for
workers compensation obligations and for
self~insurance claims.

Calculations
Add amount recognized for workers com-
pensation obligations (net of tax) and net
amount recognized for self-insurance
claims (net of tax) to debt. I
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e assign two types of credit ratings--one to corporate

issuers and the other to individual corporate debt issues

(or other financial obligations).The first is called a Standard &

Poor's corporate credit rating. It is our current opinion on an

issuer's overall capacity to pay its financial obligations, i.e., its

fundamental creditworthiness.This opinion focuses on the

issuer's ability and willingness to meet its financial commitments

on a timely basis. It generally indicates the likelihood of default

regarding all financial obligations of the company, because, in

most countries, companies that default on one debt type-or file

for bankruptcy-virtually always stop payment on all debt types

The corporate rating does not reflect any pry
rarity or preference among obligations. In the
past, we published the "implied senior-most
rating" of corporate obiigors-a dif ferent
term for precisely the same concept. "Default
risk rating" and "natural rating" are Addi
tonal ways of referring to this issuer rating

(Generally, a corporate credit rating is pub
listed for all companies that have issue rat
inks-in addition to those companies that
have no ratable issues, but request just an

issuer rating. Where it is germane, both a
local currency and foreign currency issuer
rating are assigned.)

We also assign credit ratings to specific
issues. In fact, the vast majority of credit
ratings pertain to specific debt issues. Long-

term issue ratings are a blend of default
risk (sometimes referred ro as "timeliness")
and the recovery prospects (loss given

default, or LGD) associated with the specif
in debt being rated. Debt with relatively

good recovery prospects-especially
secured debt-is rated above the corporate
credit rating; debt with relatively poor
prospects for such loss-given-default-espe
sally junior debt- is  rated below the car

pirate credit rating. Notching does
not apply to short-term ratings (see

Commercial Paper chapter of this book)
Recovery ratings were added in 2003

These ratings address only recovery

prospects, using a scale of one to six, rather

than the letter ratings
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the corporate rating. We go into greater detail
in "Speculative~grade").

Notching relationships underlying issue rat-
ings are subject to review and change when

actual developments vary from expectations.
Changes in notching do not necessarily have
to be accompanied by changes in default risk.

Notching guidelines are a function of the
bankruptcy law and practice in the legal
jurisdiction that governs a specific instru-
ment. For example, distinguishing between
senior and subordinated debt can be mean-
ingless in India, where companies may be

allowed to continue paying even common
dividends at the same time they are in default

on debt obligations; accordingly, notching is
not applied in India. The majority of legal
systems broadly follow the practices underly-
ing our criteria for notching-but it always is
important to be aware of nuances of the law
as they pertain to a specific issue.

Notching Down; Notching Up
The practice of differentiating issues in rela-
tion to the issuer's fundamental creditworthi-
ness is known as "notching." Issues are
notched up or down from the corporate cred-
it rating level. Payment on time as promised
obviously is critical with respect to all debt
issues. The potential for recovery in the event
of a default-Le., ultimate recovery, albeit
delayed-also is important, but timeliness is
the primary consideration. That explains why
issue ratings are still anchored to the corps
rate credit rating. They are notched-up or
down-from the corporate credit rating in
accordance with established guidelines
explained here.

As default risk increases, the concern over
what can be recovered takes on greater rele-
vance and, therefore, greater rating signifi-
cance. Accordingly, the loss-given-default
aspect of ratings is given more weight as one
moves down the rating spectrum. For exam-
ple, subordinated debt can be rated up to two
notches below a non-investment grade corpo-
rate credit rating, but one notch at most if the
corporate credit rating is investment grade. (In
the same vein, issues of companies with a
'AAA' rating need not be notched at all.)

For investment-grade companies, we seek
to differentiate those financial obligations
judged to have materially inferior recovery
prospects by virtue of being unsecured or
subordinated-either contractually or struc-
turally. Priority in bankruptcy is considered
in broad terms; there is no attempt to specify
a default scenario.

In the speculative-grade categories, we do
seek to predict specific recovery levels based
on full-blown default-scenario modeling.
Because any default would presumably be less
distant in time than for investment-grade
companies, it is more reasonable to analyze a
specific anticipated default scenario, with
associated asset mix and realizable values.
When such a rigorous recovery analysis is per-
formed, we assign a recovery rating and base
the notching on the specific outcome. We
focus on a central tendency of approximately
50%. Therefore, issues with recovery rates
significantly above 50% are rated above the
corporate rating; conversely, issues recovering
significantly less than 50% are rated below

Preferred stock

Preferred stock carries greater credit risk
than debt in two important ways: The divi-
dend is at the discretion of the issuer, and
the preferred represents a deeply subordi-
nated claim in the event of bankruptcy.

Prior to 1999, Standard ac Poor's used a
separate preferred stock scale. In February
1999, the debt and preferred stock scales
were integrated.

Accordingly, now, preferred stock generally
is rated below subordinated debt. When our
credit rating on a company is investment
grade, its preferred stock is rated two notches
below the corporate credit rating. For exam-
ple, if the corporate credit rating is 'A+', the
preferred stock would be rated 'A-'. (In case
of a 'AAA' corporate credit rating, the pre-
ferred stock would be rated 'AA+'.) When the
corporate credit rating is non-investment
grade, the preferred stock is rated at least
three notches (one rating category) below the
corporate credit rating. Deferrable payment
debt is treated identically to preferred stock,

given subordination and the right to defer
payments of interest.

There are situations in which the dividend

is especially jeopardized, so notching would
exceed the guidelines above. For example,

state charters restrict payment when there is a
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deficit in the equity account. This can occur
following a write-off, even while the compa-
ny is healthy and possesses ample cash ro
continue paying. Similarly, covenants in debt
instruments can endanger payment of divi-
dends, even while there is a capacity to pay.

In all cases, the risk of deferral of payments
is analyzed from a pragmatic, rather than a
legal, perspective. If a company defers a pay-
ment or passes on a preferred dividend, it is
tantamount to default on die preferred issues.
The rating is changed to 'D' once the payment
date has passed. The rating usually would be
lowered to 'C' in the interim, to the extent non-
payment can be anticipated--e.g., if the compa-
ny were to announce that its directors failed to
declare the preferred dividend. Whenever a
company resumes paying preferred dividends
but remains in arrears with respect to payments
it skipped, the rating is, by definition, 'C'.

rating; conversely, if we project recovery for a
given security to be under 30%, the issue is typ-
ically rated lower than the corporate rating.

When we cannot confidently model absolute
recovery because of jurisdictional issues or
because the corporate credit rating is invest-
ment-grade and the issue is unsecured, we

notch down when a debt issue's junior stand-
ing, relative to other debt issues of the compa-
ny, indicates relatively poor recovery prospects.

The weighting of recovery aspects in issue
ratings also varies as the potential for default
becomes more meaningful, as explained below.

Convertible preferred/equity units
Some securities provide for mandatory conver-
sion into common stock of a company. Such

securities vary with respect to the formula for
sharing potential appreciation in share value.
In the interim, these securities represent a sub-
ordinated debt or preferred stock claim. Other

offerings package a short-life debt or preferred
stock with a deferred common stock purchase
contract to achieve similar economics.

Ratings on the issue address primarily the
likelihood of interim payments and the sol-
vency of the company at the time of conver-
sion to enable it to honor its obligation to
deliver the shares. These ratings do not
address the amount or value of the common
stock investors ultimately will receive. The
equity risk that pertains is reflected merely
by limiting the rating to the equivalent of
the company's preferred equity securities.
(We once highlighted this risk by appending

an "r" to the ratings of these hybrid securi-
ties, but now rely on the market's familiarity
with such instruments and their terms.)

Investment grade
For investment-grade companies, notching
relationships are based on broad guidelines
that combine consideration of asset protection
and ranking. The guidelines are designed to
identify material disadvantage for a given
issue by virtue of the existence of better-posi-
tioned obligations. The analyst does not seek
to predict specific recovery levels, which
would involve knowing the exact asset mix
and values at a point well into the future.
Therefore we do not generally perform a

fundamental recovery analysis, given the diffi-
culty of doing meaningful default scenario
analysis while the company is still so strong.

(For example, we would not presume that
default occurs while the company's capital

structure remains roughly the same-as we gen-
erally do in the recovery analysis of speculative
grade companies. With respect to currently
strong credits-with relatively unburdened bal-
ance sheets--such an approach would be inap-
propriate. Indeed, currently, we typically do not
assign recovery ratings for debt issues of invest-
ment-grade corporate-widi the exception of
utility first mortgage bonds.)

Rather, we use a rule-of-thumb approach
to identify debt issues with inferior recovery
prospects--or, for consideration of adding
notches, we use discrete asset valuations if

there is collateral (modified somewhat in the
case of regulated utilities).

Reflecting Recovery
in issue Ratings
If we can confidently project recovery prospects
exceeding 70% for an individual security, that

issue is typically rated higher than the corporate

Rating below the corporate
credit rat ing: "Notching down"

When a debt issue is judged ro be junior to
other debt issues of the company, and thereby
to have relatively poor recovery prospects,

90 www.corporatecriteria.standardandpoors.com

APS12977



Docket No. E-01345A-08-0172
Attachment RCS-3
Page 90 of 107

that issue is notched down from the corps

rate credit rating. As a matter of rating poli-
cy, the differential is limited to one rating
designation in the investment-grade categories
given the critical role of timeliness for invest-
ment grade debt. Loss-given-default is just
less significant in the scheme of things for
investment grade---leading to less weight

given to recovery; investors are focused on
getting paid in the first place.

Whenever a threshold percentage of the
company's assets would first be used to satis-
fy other claims, this translates into a mean-
ingful disadvantage for the "junior" creditors.
The threshold for notching is reached when
more-senior claims cover over 20% of the
assets (unless less-valuable assets make up the
collateral or there exist mitigating factors,
such as upstream guarantees).

While we do not make specific judgments
regarding the level of absolute recovery for
investment~grade debt, the material disadvan-
tage of junior issues is designed to roughly
correspond ro the 30% absolute-recovery
benchmark that applies for speculative~grade
notching. More often than not, junior debt

recovers less than 30% (although this figure
may vary by jurisdiction).

The threshold level takes into account that
it normally takes more than $1 of book
assets-as valued today-to satisfy $1 of
priority debt. In the case of secured debt-
which limits the priority to the collateral

pledged-the remaining assets are still less
likely to be sufficient to repay the unsecured
debt, inasmuch as the collateral ordinarily
consists of the company's better assets and
often substantially exceeds the amount of
the debt.

Moreover, in all likelihood, there will be

additional debt by the time of default, as
pointed out above. Since such debt-as well
as the refinancing of existing debt-will be
incurred as the company approaches default,
it is more likely to be on a secured basis (or
directly to the entity that holds the operating

assets, in the case of an operating

company/holding company structure).
To the extent that certain obligations have

a priority claim on the compally's assets,

lower-ranldng obligations are at a disadvan-
tage because a smaller pool of assets will be

available to satisfy the remaining claims. As

mentioned above, debt can be junior by
virtue of being contractually subordinated-
that is, the terms of the issue specifically pro~
vide that debt holders will receive recovery in
a bankruptcy only after the claims of other
creditors have been satisfied.

Another case is when the issue is unsecured,
while assets representing a significant portion of
the company's value collateralize seemed bor-
rowings. (If the collateral that secures a particu-
lar debt issue is of dubious value, while the

more valuable collateral is pledged to another
loan, even secured debt may be notched down
from the corporate credit rating.)

A third form of disadvantage can arise if a
company conducts its operations through an
operating subsidiary/holding-company struc-
ture. In this case, if the whole group is bank-
rupt, creditors of the subsidiaries-including
holders of even contractually subordinated
debt-would have the first claim to the sub-
sidiaries' assets, while creditors of the patent
would have only a junior claim, limited to the

residual value of the subsidiaries' assets
remaining after the subsidiaries' direct liabili-
ties have been satisfied. The disadvantage of

parent-company creditors owing to the par-
ent/subsidiary legal structure is known as

"structural subordination." Even if the
group's operations are splintered among

many small subsidiaries, the individual debt
obligations of which have only dubious
recovery prospects, the parent-company cred-
itors may still be disadvantaged compared
with a situation in which all creditors would
have an equal claim on the assets.

If a company has an atypical mix of assets,
the 20% threshold could be higher or lower to
reflect the relative amounts of better or worse
assets. Goodwill especially is suspect, consider-
ing its likely value in a default scenario. In
applying the notching guidelines, Standard 84
Poor's generally eliminates from total assets
goodwill in excess of a normal amount--10%
of total adjusted assets. As distinct from good~

will, intangibles are considered potentially
valuable--for example, established brands in

the consumer products sector. We do not,
however, perform detailed asset appraisals or
attempt to postulate specifically about how
market values might fluctuate in a hypothetic
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cal stress scenario (except in the case of
secured debt)

The concept behind these thresholds is to
measure material disadvantage with respect
to the various layers of debt. At each level, as
long as the next layer of debt still enjoys

plenty of asset coverage, we do not consider
the priority of the top layers as constituting a

real disadvantage for the more junior issuers
Accordingly the nature of the individual
company's asset is important: If a company
has an atypical mix of assets, the thresholds
could be higher or lower to reflect the relative
amounts of better or worse assets

The relative size of the next layer of debt
also is important. If the next layer is especial
Ly large-in relation to the assets assumed to
remain after satisfying the more senior lay
ere-then coverage is impaired. There are
numerous LBOs financed with outsized issues
just below the senior layers. Although the pry
rarity debt may be small (below the threshold
levels), it poses a real disadvantage for junior
issues: given the paucity of coverage remain
in, the junior debt should be notched down

One other note to keep in mind is that
absolute trumps relative." If for structural

or other issue-specific (or jurisdiction specific)
reasons we can confidently anticipate recon
ery above 30% (and below 70%), we would
equate the issue rating with the corporate
credit rating, regardless of the result of the
priority debt calculation. Similarly, if there
were structural, issue-specific, or jurisdiction
specific reasons to anticipate recovery below

6. we would rate the issue one notch
below the corporate credit rating. These
absolute recovery ranges are similar to those
used for speculative-grade issue rating guide
lines where we assign recovery ratings

considering the surplus cash and marketable
securities of companies that presently are
financially healthy, we assume neither that

the cash will remain available in the default
scenario, nor that it will be totally dissipated
but rather that. over time. this cash will be
reinvested in operating assets that mirror the
company's current asset base, subject to era
Zion in value of the same magnitude

Loeal- and foreign-currency issue ratings
In determining local-currency issue ratings

the point of reference is the local-currency
corporate credit rating: local-currency issue
ratings may be notched down one notch from
the local-currency corporate credit rating in
the case of investment-grade issuers, or one
or two notches in the case of speculative
grade issuers. A foreign-currency corporate
credit rating on a company is sometimes
lower than the local currency corporate credit
rating, reflecting the risk that a sovereign
government could take actions that would

impinge on the company's ability to meet for
reign-currency obligations. But junior foreign
currency issues are not notched down from
the foreign-currency corporate credit rating

because the government action would apply
regardless of the senior/junior character of
the debt. Of course. the issue would never be
rated higher than if it had been denominated
in local currency. For example, if the local
currency corporate credit rating on a compo
ny were 'BB+' and the foreign-currency
corporate credit rating were 'BB~', suborder
noted foreign currency-denominated issues

could be rated 'BB-'. But, if the local-currency
corporate credit rating were 'BB+' and the
foreign currency corporate credit rating was
BB', the subordinated foreign-currency
denominated issues would be rated 'BB-'. as
would the subordinated local currency
denominated issuesA pp liaztion of guidelines

In applying the guidelines above, lease obliger
sons-whether capitalized in the company's

financial reporting or kept off balance sheet
as operating leases as priority debt--and the
related assets are included on the asset side
Similarly, sold trade receivables and secure

tired assets are added back, along with an
equal amount of priority debt. Other credo
tors are just as disadvantaged by such finance

in arrangements as by secured debt. In

Rating above the corporate
credit rating: "Notching up
Since we generally do not perform specific

default scenario modeling for investment

grade companies, identifying issues with
superior recovery characteristics usually relies
on security provisions of a specific issue
Candidates for notching up are secured debt

issues. where collateral consists of assets with
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a well-established track record with respect to
recovery, such as first mortgage bonds of reg

elated utilities
As explained above, the weight given to

recovery in assigning issue ratings diminishes
as one moves up the rating spectrum. When
a company's rating is in the 'BBB' category
its well~secured debt is rated one or two

notches above the corporate rating, depend
in on the extent of the collateral coverage
For the 'A' category, the maximum addition
is limited to one notch-and this applies
only when full recovery is anticipated. For
AAA' and 'AA' categories, notching up

is phased out entirely

parables, pension and retiree medical liabili
ties, and environmental liabilities-and any
relatively better positioned parent-level Lia
abilities. (For example, parent-level borrow

inks collateralized by the stock of the
subsidiaries would be disadvantaged relative
to subsidiary liabilities, but would rank
ahead of unsecured parent-level debt.)
Potential mitigating factors include

Guarantees
Guarantees by the subsidiaries of parent
level debt (i.e., upstream guarantees) may
overcome structural subordination by put
ting the claims of parent company creditors
on a part pass basis with those of operating
company creditors. Such guarantees have to
be enforceable under the relevant national
legal system(s), and there most be no undue

concern regarding potential allegations of
fraudulent conveyance. Although joint and

several guarantees from all subsidiaries pro
vide the most significant protection, several
guarantees by subsidiaries accounting for a
major portion of total assets would be suf i
sent to avoid notching of parent debt issues

in most cases
The legal analysis outcome depends on the

specific fact pattern, not legal documents
son--so one cannot standardize the determi

nation. But, if  either the guarantor company
received value or was solvent for a sufi
ciently long period subsequent to issuing the
guarantee, the upstream guarantee should be
valid. Accordingly, we consider upstream
guarantees valid if any of these conditions
are met

a

Structural subordination
At times, a parent and its affiliate group have
distinct default risks. The difference in risk
may arise from covenant restrictions, regular
Tory oversight, or other considerations. This is
the norm for holding companies of insurance
operating companies and banks. In such situ
sons, there are no fixed limits governing the

gaps between corporate credit ratings of the
parent and its subsidiaries. The holding

party has higher default risk, apart from post
default recovery distinctions. If such a holding
company issued both senior and junior debt
its junior obligations would be notched rely
five to the holding company's corporate credit
rating by one or two notches

Often, however, a parent holding compo
ny with one or more operating companies is
viewed as a single economic entity. When
the default risk is considered the same for
the parent and its principal subsidiaries
they are assigned the same corporate credit
rating. Yet, in a liquidation, holding-compa
my creditors are entitled only to the residual
net worth of the operating companies
remaining after all operating company obi
nations have been satisfied. Parent-level
debt issues are notched down to reflect

structural subordination when the priority
liabilities create a material disadvantage for
the parent's creditors, after taking into
account all mitigating factors. In consider

in the appropriate rating for a specific
issue of parent-level debt, priority liabilities
encompass all third-party liabilities (not just
debt) of the subsidiaries-including trade

The proceeds of the guaranteed obligation
are provided (downstreamed) co guarantor
It does not matter whether the issuer
downstreams the money as an equity info
Zion or as a loan. Either way, the financing
benefits the operations of the subsidiary
which justifies the guarantee
The legal risk period-ordinarily, one or
two years from entering into the guarani

tee-has passed
There is a specific analytical conclusion that

there is little default risk during the period
that the guarantee validity is at risk; or
The rating of the guarantor is at least 'BB

in jurisdictions that involve a two-year risk
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or at least 'B+' in jurisdictions with one
year risk,

sis then focuses on the assets and liabilities
that remain, and the standard notching
guideline must be substituted by other judg-
ments regarding recovery prospects.Operating assets at the parent

If the parent is not a pure holding company,
but rather also directly owns certain operat-
ing assets, this gives the parent's creditors a
priority claim ro the parent~level assets. This
offsets, Ar least partially, the disadvantage
that pertains to being structurally subordi-
nated with respect to the assets owned by
the subsidiaries.

Downstream loans
If the parent's investment in a subsidiary is
not just an equity interest, but also takes the
form of downstream senior loans, this may
enhance the standing of parent-ievel creditors
because they would have not only a residual
claim on the subsidiary's net worth, but also
a debt claim that could be part pass with
other debt claims. However, most intercom-
pany claims are subject to equitable subordi-
nation and/or other elimination in the
bankruptcy process. Such assessment of
downstream advances must take into
account the applicable legal framework.
(On the other hand, if the parent has bor-
rowed funds from its subsidiaries, the resulting
intercompany parent-level liability could
further dilute the recoveries of external
parent-level creditors.)

Diversity
When the parent owns mult iple operat ing
companies, more l iberal notching guidelines
may be applied to reflect the benefit  the
diversity of assets might provide. The
threshold guidelines are relaxed (but not
eliminated) to correspond with the extent
of business and/or geographic diversif ica-
t ion of the subsidiaries. For bankrupt com-
panies that own multiple, separate business
units, the prospects for residual value
remaining for holding company creditors
improve as indiv idual  uni ts  wind up with
shortfalls and surpluses Also, holding com-
panies with diverse businesses-in terms of
product  or geography-have greater oppor-
tunities for dispositions, asset transfers, or
recapitalization of subsidiaries. If, however,
the subsidiaries are operationally integrat-
ed, economically correlated, or regulated,
the company's f lexibil i ty to reconfigure is
more l imited.

Adjustments
We eliminate from the notching calculations
subsidiaries' deferred tax assets and liabilities
and other accounting accruals and provisions
that are not likely to have clear economic
meaning in a default.

Concentration of debt

If a parent has a number of subsidiaries, but
the preponderance of subsidiary liabilities are
concentrated in one or two of these, e.g.,
industrial groups having finance or trading
units, this concentration of liabilities can
limit the disadvantage for parent-company
creditors. Although the net worth of the
leveraged units could well be eliminated in
the bankruptcy scenario, the parent might
still obtain recoveries from its relatively
unleveraged subsidiaries. In applying the
notching guideline in such cases, it may be
appropriate to eliminate the assets of the
leveraged subsidiary from total assets, and its
liabilities from priority liabilities. The analy~

Speculative grade
For speculative grade issuers, we perform a
fundamental recovery analysis, which is com-
municated via our recovery ratings. The differ-
ent levels of recovery are factored into our debt
issue ratings by adding or subtracting notches
from the corporate credit rating (see table 6).

Recovery ratings assess a debt instru-
ment's ultimate prospects for recovery of
estimated principal and pre-petition interest
(i.e., interest accrued but unpaid at the time
of default) given a simulated payment
default. Our recovery methodology focuses
on estimating the percentage of recovery
that debt investors would receive at the end
of a formal bankruptcy proceeding or an
informal out-of-court restructuring. Lender
recoveries could be in the form of cash, debt
or equity securities of a reorganized entity,
or some combination thereof.
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1+ 100 +3Highest expectation, full recovery

1 90-100 +2Very high recovery

2 +170-90Substantial recovery

3 050-70Meaningful recovery

4 030-50Average recovery

-15 10-30Modest recovery

5 0-10 -2Negligible recovery

Recovery of principal plus accrued but unpaid interest at the time of default. silVery high confidence of full recovery resulting from significant

overcollateralization or strong structural features,
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We focus on nominal recovery (rather than

discounted present value recovery) because we
believe discounted recovery is better identified
independently by market participants who can

Iv their preferred discount rate to our
nominal recovery. (However, in jurisdictions
with anticipated workout periods of longer

than two to three years, we fader the delay
into both recovery ratings and issue ratings to
account for the time value of money and the
inherent incremental uncertainty.)

W hile informed by historical recovery
data, our recovery ratings incorporate fun
damental deal-specific, scenario-driven, for
ward-looking analysis. They consider the
impact of key structural features, inter-credi
tor dynamics, the nature of insolvency
regimes, multi-jurisdictional issues, in the
context of a simulated default

We acknowledge that recovery analysis
(including default modeling, valuation, and
restructuring dynamics) is complex and does
not lend itself to precise or certain predict
sons. Outcomes invariably involve unfore

seen events and are subject to extensive
negotiations that are influenced by the sub

five judgments, negotiating positions, and
agendas of the various stakeholders. Even so
we believe our methodology of focusing on a
company's unique and fundamental credit
risks-together with the composition and
structure of its debt, legal organization, and

non-debt liabilities-provides valuable insight
into creditor recovery prospects

In this light, our recovery ratings are

intended to provide educated approximations

of post-default recovery rates, rather than
exact forecasts. Recovery ratings, when
viewed together with a company's risk of

default as estimated by our corporate credit

rating, can help investors evaluate a debt
instrument's risk/reward characteristics and
determine their expected return

jurisdiction-specific adjustments p
recovery and issue ratings
Full-blown, fundamental recovery analysis is
limited to jurisdictions where insolvency

regimes are reasonably well established and
sufficient precedent and data are available
In other jurisdictions, we do not assign recon

try ratings-and the basis for rating a specific
issue different from than the corporate credit
rating is similar to that used in investment

grade situations. That is, we employ a simple

rule-of-thumb approach to identify issues that
are junior-and diereby materially disadvan
raged with respect to recovery prospects. If
claims that come ahead of a given debt issue
equal 15% of assets. we subtract one notch

from the corporate credit rating level; if such
priority claims reach the 30% level, we sub

tract two notches. We do not rate issues
more than two notches below the corporate

(For issuers with a speculative-grade corporate credit rating)

Recovery

rating Recovery description

Recovery
expectations (%)

Issue rating notches
relative to corporate

credit rating

Standard81 Poor's * Corporate Ratings Criteria 2008

APS12977



Docket No. E-01345A-08-0172
Attachment RCS-3
Page 95 of 107

Rating Each Issue

to understand management's general busi-
ness, industry, and economic expectations.
Once we understand management's view, we
make appropriate adjustments to key eco-

nomic, industry, and firm specific factors to
simulate a payment default. While we rec-

ognize that there are many possible fac-
tors--both foreseen and unforeseen--that
could lead to a default, we focus on the key
operating factors that would most likely
contribute to default.

credit rating on the basis of inferior recovery
considerations.

We are in the process of reviewing all sig-

nificant jurisdictions around the world to
assess how insolvency proceedings in practice
affect post-default recovery prospects and to
consistently incorporate jurisdiction-specific
adjustments. With the help of local insolven-
cy practitioners, we assess each jurisdiction's
creditor friendliness--in theory as well as in
practice (about 30 jurisdictions have been
assessed to date).

The four main factors that shape our analy-
sis of the jurisdictions' creditor friendliness are:
* Security,

Efficiency and control,
Adherence to priorities, and
Time to resolution.

Based on these factors, we classify the
reviewed countries into three categories,
according to their creditor-friendliness. This
classification enables us to make jurisdiction-
specific adjustments to our recovery analysis.
We cap both recovery ratings and the differ-

ential between the issuer credit and debt issue
ratings in countries with debtor-friendly insol-
vency regimes. (See "jurisdiction-Specific

Adjustments To Recovery And Issue Ratings,"
published July 5, 2007, on RatingsDirect.)

Forecasting cash flow at default
The simulated default scenario is our assess-
ment of the borrower's most likely path to a
hypothetical payment default. The "insolven-
cy proxy" is the point along that path that
the company would default. The insolvency
proxy is ordinarily defined as the point at
which funds available plus free cash How is
exceeded by fixed charges.

The terms in this equation are:
Funds available. The sum of balance

sheet cash and revolving credit facility
availability (in excess of the minimal
amount a company needs to operate its
business at its seasonal peak).

Free cash flow. EBITDA in the year of

default, less a minimal level of required main-
tenance capital expenditures, less cash taxes,
plus or minus changes in working capital. For
default modeling and recovery estimates, our
EBITDA and free cash flow estimates ignore
noncash compensation expenses and do not
use our adjustments for operating leases.

Fixed charges. The sum, in the year of
default, of:

Recovery Methodology
For Industrials
Recovery analytics for industrial issuers has
three basic components: determining the most
likely path to default for a company; valuing

the company following default; and distributing
that value to claimants that we identify, based
upon the relative priority of each claimant.

Establishing a simulated path to default
This step is a fundamental; we must first
understand the forces most likely to cause a
default before we can estimate a level of cash

flow at default or value a company. This step
draws on the company and sector knowledge
of our credit analysts to formulate and quan-
tify the factors most likely to cause a compa-

ny to default, given its unique business risks

and financial risks.
At the outset of this process, we decon-

struct the borrower's cash How projections

Scheduled principal amortization. Bullet or
ballooning maturities are not treated as
fixed charges, because lenders typically
would refinance these amounts as long as a

company can otherwise comfortably service
its fixed charges.
Required cash interest payments, including

assumed increases to LIBOR rates on float-
ing-rate debt and to the margin charged on

debt obligations that have pricing grids or
maintenance financial covenants; and
Other cash payments the borrower is either

contractually or practically obligated to
pay that are not already captured as an
operating expense. (Lease payments, for
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example, are accounted for within free

cash flow and are not considered a
fixed charge.)
A projected default may occur even if fixed

charges are fully covered in a few special cir
cumstances

Strategic bankruptcy filings, when a bar
rower may attempt to take advantage of the
insolvency process primarily to obtain relief
from legal claims or onerous contracts

* When a borrower in distress may rationally
be expected to retain a large amounts of
cash (e.g., to prepare for a complex, pro
tracked restructuring; if it is in a very capt
tal-intensive industry; if Ir is in a
jurisdiction that does not allow for super
priority standing for new credit in a post
petition financing); or

* When a borrower's financial covenants
have deteriorated beyond the level at which
even the most patient lender could tolerate
further amendments or waivers

Free cash flow is not necessarily equal to
the level at point of default, though. Cash

may decline below the insolvency
proxy if the borrower's operating perform

once is expected ro continue to deteriorate

due to whatever competitive and economic
conditions are assumed in the simulated
default scenario. In any event, we attempt to
identify a level of cash flow as one basis for
our valuation

If a company is expected to reorganize, but
certain creditors hold collateral consisting of
only particular assets, then enterprise value is

inappropriate--and we assess the collateral
based in its discrete values

Determining valuation
We consider a variety of valuation method

elegies, including market multiples, discount
ed cash flow (DCF) modeling, and discrete
asset analysis. The market multiples and DCF
methods are used to determine a company's
enterprise value as a going concern. This is
generally the most appropriate approach
when our simulated default and recovery
analysis indicates that the borrower's reorga
nization (or the outright sale of the ongoing
business or certain segments) is the most like
Ly outcome of an insolvency proceeding

We use discrete asset valuation most often
for industries in which this valuation
approach is typically used, or when the sim

lated default scenario indicates that the bar
rower's liquidation is the most likely outcome
of insolvency

Market multiples

The key to valuing a company using a mar
kef-multiples approach is ro select appropri
ate comparable companies, or comps. The
analysis should include several comps similar
to the company being valued with respect to
business lines geographic markets, margins
revenue, capital requirements, and cornpeti
five position. Of course, an ideal set of
comps does not always exist, so analytical
judgment often is required to adjust for dif
ferences in size, business profiles, and other
attributes. In addition. in the context of a
recovery analysis, the multiples must consid
et the competitive and economic environ
merits assumed in our simulated default
scenario. which are often very different than
present conditions. As a result, our analysis

strives to consider a selection of multiples
and types of multiples

Ideally, we are interested in multiples for
similar companies that have reorganized

because of circumstances consistent with
our simulated default scenario. In practice
however. the existence of such "Amer
hence" multiple comps are rare. As a
result, our analysis often turns to transact
son or purchase multiples for comparable

companies, because these generally are
more numerous. With transaction multiples

we try to use forward multiples (purchase
price divided by projected EBITDA), rather
than trailing multiples (purchase price
divided by historical EBITDA), because we
believe forward multiples, which incorpo
rate the benefit of perceived cash flow syn
eries used to justify the purchase price

provide a more appropriate reference point
In addition, trading multiples for publicly
traded companies can be useful because
they allow us to track how multiples
change over economic and business cycles
This is especially relevant for cyclical Indus

tries and for sectors entering a different
stage of development, or experiencing
changing competitive conditions
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A selection of multiples helps match our
valuation with the conditions assumed in
our simulated default scenario. For exam-
ple, a company projected to default in a
cyclical trough may warrant a higher multi-
ple than one expected to default at a cyclic

cal midpoint. Further, two companies in the
same industry may merit meaningfully dif~
fervent multiples if one is highly levered and
at risk of default from relatively normal
competitive stresses, while the other is
unlikely to default unless there is a large
unexpected fundamental deterioration in
the cash flow potential of the business
model (which could make historical sector
multiples irrelevant).

Our multiples analysis may also consider
alternative industry-specific multiples-such
as subscribers, hospital beds, recurring rev-
enue, etc.-where appropriate.
Alternatively, such metrics may serve as a
check on the soundness of a valuation that
relied on an EBITDA multiple, DCF, or dis-
crete asset approach.

Discounted cash flow (DCF)
Our valuation is based on the long-term
operating performance of the reorganized
company. We use a perpetuity growth for-
mula, which contemplates a long-term
steady-state growth rate deemed appropri-
ate for the harrower's business. However,
when applicable, we start with specific
annual cash flow forecasts for a period of
time following reorganization, while relying
on the perpetuity growth formula for
subsequent periods.

Discrete asset valuation
We value the relevant assets by applying
industry-and asset-specific advance rates or
third-party appraisals,

Identifying and estimating the value
of debt and nor debt claims
After valuing a company, we identify and
quantify the debt obligations and other rnate~

rial liabilities that would be expected to have
a claim against the company. Potential claims

fall into three broad categories:
Principal and accrued interest on ail debt

outstanding at the point of default,

whether issued at the operating company,
subsidiary, or holding company level;

I Bankruptcy~related claims, such as debtor-

in-possession (DIP) financing and adminis-
trative expenses for professional fees and
other bankruptcy costs;
Other nor debt claims, such as taxes

payable, certain securitization programs,
trade parables, deficiency claims on reject-
ed leases, litigation liabilities, and unfund-
ed post-retirement obligations.

Our analysis of these claims and their
potential values takes into consideration each
borrower's particular facts and circum~
stances, as well as the expected impact on
the claims as a result of our simulated
default scenario.

We estimate debt outstanding at the point
of default by reducing term loans by sched-
uled amortization up to the point of our sim-
ulated default. We assume that all committed
debt facilities, such as revolving credit facili-
ties and delayed draw term loans, are fully
drawn. For asset-based lending (ABL) facili-
ties, we consider whether the borrowing base
formula would allow the company to fully
draw the facility in a simulated default sce-
nario. For letters of credit, especially those
issued under dedicated synthetic letter of

credit tranches, we assess whether these con-
tingent obligations are likely to be drawn.

Our estimate of debt outstanding at default

also includes an estimate of prepetition inter-
est, which is calculated by adding six months
of interest (based on historical data from
Standard ac Poor's LossStats® database) to
our estimated principal amount at default.
The inclusion of pre-petition interest makes
our recovery analysismoreconsistent with
banks' credit risk capital requirements under
the Basel II Framework.

Our analysis focuses on the recovery
prospects for the debt instruments in a
company's current or pro forma debt struc-
ture, and generally does not make este
mates for other debt that may be issued

prior to a default. We feel that this
approach is prudent and more relevant to

investors because the amount and composi-
tion of any additional debt (secured, unse-
cured, and/or subordinated) may materially
impact lender recovery rates, and it is not
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possible to know these particulars in
advance, Further. incremental debt added
to a company's capital structure may mate
really affect its probability of default
which could in turn affect all aspects of
our recovery analysis (i.e., the most likely

path to default, valuation given default
and loss given default). Consequently
changes to a company's debt structure are
treated as events that require a reevalua
son of our default and recovery analysis

Still, we take into account the potential
for additional debt by limiting the recovery
ratings assigned to unsecured debt--and, in
turn, the notches above the corporate rating
that might be added. For companies with a
B' category rating, the recovery rating
would ordinarily be limited to '2.'. For com
parties in the 'BB' category we would limit
the recovery ratings assigned to unsecured
issues to '3'. (Because they are further from
potential default, there is a greater likely
hood that interim change of their capital
structure would occur.)

Also we add more debt to the extent that
this is consistent with our specific expects
sons for a given issuer. Similarly, we may

assume the repayment of near-term debt
maturities-without refinancing-if the com
party is expected to retire these obligations
and has the liquidity to do so. Furthermore
revolving credit facilities with near~term

maturities are generally assumed to roll over
with similar terms

However, this priority of claims is subject
to two critical caveats

The beneficial position of secured creditor
claims, whether first-priority or otherwise

is only valid to the extent that the collateral
supporting such claims is equal to, or

greater than, the amount of the claim. If the
collateral value is insufficient to fully cover
a secured claim. then the uncovered amount
or deficiency balance will be part pass
with all other senior unsecured claims

l Structural issues may alter the priority of cer
rain claims against specific assets or entities
in an organization based on the company's
legal entity structure and the relevant terms

and conditions of the debt instruments
The recovery prospects for different debt

instruments of the same type (senior secured
senior unsecured, senior subordinated, etc.)

might be very different, depending on the
structure of the transactions. We review a
company's debt and legal entity structure, the
terms and conditions of the various debt

instruments as they pertain to borrower and
guarantor relationships, collateral pledges
and exclusions, facility amounts, covenants
and debt maturities. In addition. we must
understand the breakout of the company's

cash flow and assets as it pertains to its legal
organizational structure, and consider the
effect of key jurisdictional and intercreditor
issues. Key structural issues to explore

include identify

s

I

Determining distribution of value
Distributions are assumed to follow a water
fall approach that reflects the relative seniority
of the claimants, reflecting the specific laws
customs, and insolvency regime practices for
the relevant jurisdictions for a company. In
the U.S., our general assumption of the rely

five priority of claimants is
Super-priority claims, such as DIP financing
Administrative expenses

Federal and state tax claims
Senior secured claims
Junior secured claims

Senior unsecured debt and nor debt claims
Subordinated claims
Preferred stock: and
Common stock

Higher priority liens on specific assets by
forms of secured debt such as mortgages
industrial revenue bonds. and ABL facilities
Non-guarantor subsidiaries (domestic or
foreign) that do not guarantee a compo
my's primary debt obligations or provide
asset pledges to support the company's
secured debt
Claims at non~guarantor subsidiaries that
will have a higher priority (i.e., a struck
rurally superior) claim on the value related
to such entities

Material exclusions to the collateral pledged
to secured lenders, including the lack of asset
pledges by foreign subsidiaries or the

absence of liens on significant domestic

assets, including the stock of foreign
domestic nonguarantor subsidiaries (whether

due to concessions demanded by and grant
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ed to the borrower, poor transaction strut

Turing, regulatory restrictions, or limitations
imposed by other debt indentures); and

I Whether a company's foreign subsidiaries
are likely to f ile for bankruptcy in their
local jurisdictions as part of the default and
restructuring process
While our analysis typically reduces the

enterprise value by the amount of secured
claims in accordance with its priority, there
may be meaningful excess collateral value that

is available to other creditors, especially those
with a second lien. For example, this is often
the case when secured debt collateralized by a
first lien on all nollcurrent assets also takes a
second-priority lien on working capital assets
that are already pledged to support an asset
based revolving credit facility

Significant domestic or foreign nonguaran
tor entities must be identified because these
entities have not explicitly promised to repay
the debt. Thus, the portion of enterprise value
derived from these subsidiaries does not direct-
ly support the rated debt. As a result, debt and
certain nor debt claims at these subsidiaries
have a structurally higher priority claim
against the subsidiary value. Accordingly, the
portion of the company's enterprise value
stemming from these subsidiaries must be est
mated and treated separately in the distribu
son of value to creditors. This requires an

understanding of the breakout of a company's

cash flow and assets. Because these sub
sidiaries are still part of the enterprise being
evaluated any equity value that remains after
satisfying the structurally superior claims

would be available to satisfy other creditors of
the entities that own these subsidiaries. Well

structured debt will often include covenants to
restrict the amount of structurally superior
debt that can be placed at such subsidiaries
Further. well~structured secured debt will take

a lien on the stock of such subsidiaries to
ensure a priority interest in the equity value
available to support other creditors. In proc
tice, the pledge of foreign subsidiary stock

owned by U.S. entities is usually limited to
65% of voting stock for tax reasons. The
residual value that is not captured by secured
lenders through stock pledges would be

expected to be available to all senior use
cured creditors on a pro rata basis

Material assets (other than whole sub
sidiaries or subsidiary stock) not pledged to
support secured debt would be shared by all

senior unsecured creditors on a pro rata basis

An evaluation of whether foreign sub
sidiaries would also be likely to f ile for
bankruptcy is also required, because this
would likely increase the cost of the bank
ruptcy process and create potential multi
jurisdictional issues that could impact
lender recovery rates. The involvement of
foreign courts in a bankruptcy process pres
ends a myriad of complexities and oncer

dainties. For these same reasons. however
U.S.-domiciled borrowers that f ile for bank
ruptcy seldom also f ile their foreign sub
sidiaries without a specific benefit or reason

for doing so. Consequently, we generally
assume that foreign subsidiaries of U.S. bar
rowers do not f ile for bankruptcy unless
there is a compelling reason to assume eth
erwise, such as a large amount of foreign

debt that needs ro be restructured to enable
the company to emerge from bankruptcy
When foreign subsidiaries are expected to
f ile bankruptcy, our analysis will be tailored
to incorporate the particulars of the tele

vent bankruptcy regimes
Intercreditor issues may affect the distribu

son of value and result in deviations from

absolute priority (i.e., maintenance of the pry
rarity of the claims, including structural con
siderations. so that a class of claims will not

receive any distribution until all classes above
it are fully satisfied) In practice, Chapter 11
bankruptcies are negotiated settlements and
the distribution of value may vary somewhat
from the ideal implied by absolute priority
for a variety of inter-creditor reasons, include
in, in the U.S., "accommodations" and

substantive consolidation
Accommodations refer to concessions

granted by senior creditors to junior claimants
in negotiations to gain their cooperation in a
timely restructuring. We generally do not
explicitly model for accommodations because
it is uncertain whether any concessions will be

granted, if those granted will ultimately have
value (e.g., warrants as a contingent equity
claim), or whether the value will be material
enough to meaningfully affect our projected
recovery rates
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Substantive consolidation-in its pure
form-represents a potentially drastic devia-

tion from the ordering of priorities and distri-
bution of value in bankruptcy plans of
reorganization. In a true "legal" substantive
consolidation, the assets and liabilities of an
affiliated corporate group are collapsed into a
single legal entity. This effectively would

eliminate the credit support provided by
structural priority, by treating creditors of the
parent part pass with creditors of operating
units. However, true substantive consolidate
son is a rarely implemented, discretionary

judicial doctrine, Our analysis relies on the
low likelihood of true substantive consolida-
tion, though we acknowledge that this risk
could affect recoveries in certain cases.

Many more reorganization bankruptcy
plans do involve a consolidation of a more
limited nature. These consolidations do not
radically affect the priority of external credi-
tor claims-but do eliminate many inter-com~
party claims, guaranties, and distributions
and simplify the plan approval process and

distributions to creditors under the plan.
These "deemed" consolidations typically pro-

mote the resolution of complex multi~party
negotiations and settlements along the lines
of the relative legal priorities and bargaining
strengths of creditors.

The bankruptcy process involves an inher-

ent element of uncertainty. Indeed, the impact

of deemed consolidation on recovery can
vary. The extent to which more-senior credi-
tors are willing to make concessions ro more
junior creditors to keep the process moving
smoothly and to arrive at a consensual plan
is impossible to predict.

However, in practice, the result of court-
ordered consolidation is not sufficiently mate-
rial enough of the time to be considered in
our recovery rating assignments.

I

Updated valuation assumptions;
Shifts in the profit and cash flow contribu-
tions of borrower, guarantor, or non-

guarantor entities;

Changes in debt or the exposure to non-
debt liabilities;
Inter-creditor dynamics; and
Changes in bankruptcy law.

Surveillance of recovery ratings
Our recovery analysis at origination is unlike-
ly to identify all of the actual claims at bank-
ruptcy, or precisely predict the value of the

company or the collateral given a default.
Ratings are subject to periodic and event-spe-
cific surveillance. Factors that could impact

our recovery analysis or ratings include:
Acquisitions and divestitures;

Features of U.S.-domiciied
corporate bankruptcies
Debtor in possession financing. DIP facilities
are usually super-priority claims that enjoy
repayment precedence over unsecured debt
and, in certain circumstances, secured debt.
However, it is not possible to accurately
quantify the size or likelihood of DIP financ-
ing or to forecast how DIP financing may
affect the recovery prospects for different
creditors. This is because the size or exis-
tence of a theoretical DIP commitment is
unpredictable, DIP borrowings at emergence

may be substantially less than the DIP com-
mitment, and such facilities may be used to
fully repay over-collateralized pre-petition
secured debt. Further, the presence of DIP
financing might actually help creditor recov-

ery prospects by allowing companies to
restructure their operations and preserve the

value of their business. As a result of these
uncertainties, estimating the impact of a DIP
facility is beyond the scope of our analysis,
even though we recognize that DIP facilities

may materially impact recovery prospects in
certain cases.

Administrative expenses. Administrative
expenses relate to professional fees and other
costs associated with bankruptcy that are
required to preserve the value of the estate
and complete the bankruptcy process. These
costs must be paid prior to exiting bankrupt-
cy, making them effectively senior to those of
all other creditors. The dollar amount and
materiality of administrative claims usually

correspond to the complexity of a company's
capital structure. We expect that these costs

will be less for simple capital structures that
can usually negotiate an end to a bankruptcy

quickly and may even use a pre-packaged
bankruptcy plan. Conversely, these costs are
expected to be greater for large borrowers

with complex capital structures where the
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insolvency process is often characterized by
protracted multiple party disputes that drive

up bankruptcy costs and diminish lender
recoveries. When using an enterprise value
approach, our methodology estimates the
value of these claims as a percentage of the
borrower's emergence enterprise value thusly

Three percent for capital structures with

one primary class of debt
Five percent for two primary classes of
debt (first-and second-lien creditors may
be adversaries in a bankruptcy proceed
in and are treated as separate classes for
this purpose)
Seven percent for three primary classes of

Ten percent for certain complex capital
structures
When using a discrete asset valuation

approach, these costs are implicitly accounted
for in the orderly liquidation value discounts
used to value a company's assets

ward contracts) eligible to exercise these
rights. In addition to not being subject to the

automatic stay that generally precludes credo
tors from exercising their remedies against
the debtor. these financial contract counter
parties have the right to liquidate, terminate
or accelerate the contract in a bankruptcy

Most currency and interest rate swaps related
to secured debt are secured on a part pass
basis with the respective loans. Other swaps
are likely to be unsecured. Quantifying such

claims is beyond the scope of our anal
Securitizations. Standard accounts receive

able securitization programs involve the sale
of certain receivables to a bankruptcy-remote
special purpose entity in an arms length
transaction under commercially reasonable
terms. The assets sold are not legally part of
the debtor's estate (although in some circum
stances they may continue co be reported on

company's balance sheet for accounting
purposes), and the securitization investors are
completely reliant on the value of the assets
they purchased to generate their return. As a
result. the securitization investors do not have
any recourse against the estate and we do not
consider them claimants when we use an

enterprise valuation approach in our default
and recovery analysis. However, the debtor
emerging from bankruptcy will need to
finance its trade receivables anew, creating an
incremental financing requirement that must
be considered in the recovery analysis

When a discrete asset valuation approach is
used. the sold receivables are not available to
any creditors. Additionally, future-flow types
of securitization. which securities all or a
portion of the borrower's future revenue and
cash flow (typically related ro particular con
tracts, patents, trademarks, or other intangi
be assets), would effectively reduce all
part of the enterprise value available to other
corporate creditors

Trade creditor claims. Typically, trade red

ito claims are unsecured claims that rank
part pass with a borrower's other unsecured

obligations. However, because a borrower's
viability as a going concern hinges upon con

tinged access to goods and services, some
prepetition claims are either paid in the ordi
nary course or treated as priority administra
five claims. This concession to critical trade

Other nor debt c laims

Taxes. Various U.S. government authorities
successfully assert tax claims as either admin
istrative, priority, or secured claims. However,

it is very difficult to project the level and Sta

tis of such claims at origination (e.g., tax dis-
putes en route to default are extremely hard
to predict). However, their overall amount is
seldom material enough to impact lender
recoveries, so we generally do not reduce our
expectation for lenders' recovery by estirnat
in potential tax claims

Swap termination costs. The U.S
Bankruptcy Code accords special treatment
for counterparties to financial contracts, such
as swaps, repurchase agreements, securities
contracts. and forward contracts. to ensure
continuity in the financial markets and to
avoid systemic risk (so long as the type of

contract and the type of counterparty fall
within certain statutory provisions). Recent
amendments to the Bankruptcy Code expand
ed this safe harbor by, among other things
including within the definition of a "swap" a
range of transactions widely used in the capt

tal markets (such as total return swaps and
credit swaps) and expanding the definitions
of counterparties (whether to swaps, recur

chase agreements, securities contracts, or for

wvvw.corporatecriteria.standardandpoors.com

APS12977



Docket No. E-01345A-08-0172
Attachment RCS-3
Page 102 of 107

vendors ensures that they remain willing to
carry on their relationships with the borrower
during the insolvency proceedings, thereby
preserving the value of the estate and enhance
in the recovery prospects for all creditors
Our analysis assumes that these costs conti

uh to be paid as part of the company's nor
mal working capital cycle

Accordingly. we include trade credit claims
as priority obligations only to the extent that
we believe there will be valid claims at the
time of emergence-or that the company will
incur additional debt (including DIP facilities)
to pay those claims

Leases. U.S. bankruptcy law provides com
parties the opportunity to accept or reject
leases during the bankruptcy process. (For
commercial real property leases, the review
period is limited to 210 days, including a
one-time 90~day extension, unless the lessor
agrees to an extension.) If a lease is accepted
the company is required to keep rent pay
merits on the lease current, meaning that

there will be no claim against the estate. This
also allows the lessee to continue to use the
leased asset, with the cash flow (i.e., value)
derived from the asset available to support
other creditors

If a lease is rejected, the company gives up
the use of the asset. (The lessor may file a
general unsecured claim against the estate
for damages arising from the breach of con
tract.) We estimate the impact of lease reject
son, starting with a lease rejection rate for

the firm based on the types of assets leased
the industry, and our simulated default see
Mario. Leases are typically rejected for one of
three reasons

The lease is priced above market rates
The leased asset is generating negative or

insufficient returns: or
The leased asset is highly vulnerable ro
obsolescence during the term of the lease
Our evaluation may ballpark the rejection

rate by assuming it matches the percentage
decline in revenue in our simulated default see
Mario or, if applicable, by looking at common
industry lease rejection rates. Case-specific con

siderations might include, for example, that
leased assets are unusually old. underutilized
or priced above current market rates; a higher

rejection rate in such cases may be warranted

In bankruptcy, the amount of unsecured
claims from rejected leases is determined by

taking the amount of lost rental income and
subtracting the net value available to the Les

ser by selling or re-leasing the asset in its
next best use. However, the deficiency claims
of commercial real estate lessons is further
restricted to the greater of one year's rent or

of the remaining rental payments, not

to exceed three years' rent. Lessons of assets
other than commercial real property do not
have their potential deficiency claims capped
but such leases are generally not material
and are usually for relatively short-periods of
time. With these issues in mind, we quantify
lease deficiency claims for most companies
by multiplying their estimated lease rejection
rate by three times their annual rent

However, there are a few exceptions to our
genera] approach. Deficiency claims for leases
of major transportation equipment (e.g., air
craft, railcars, and ships) are specifically Ana
lazed because these lease obligations do not
have their claims capped, may be longer
term, and are typically for substantial
amounts. In addition we use a lower rent
multiple for cases in which a company relies

primarily on very short-term leases (three
years or less). Further, we do not include any
deficiency claim for leases held by individual
asset-specific subsidiaries that do not have
credit support from other entities (by virtue
of guarantees or co-lessee relationships)

because of the lack of recourse against other
entities and the likelihood that these sub
sidiaries are likely to be worthless if the leases

are rejected. (This situation was relevant in
many of the movie exhibitor bankruptcies in

the early 2000 time period.)
Employment~related claims. Material use

cured claims may arise when a debtor rejects
terminates, or modifies the terms of employ
went or benefits for its current or retired

employees. To reflect this risk for unsecured

debtholders. we are likely to include some
level of employment-related claims for com

ponies-but only where uncompetitive labor
or benefits costs are a factor in our simulated
default scenario

Pension plan termination claims. The
ability to terminate a defined benefit pen

Zion plan is provided under the U.S
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Employee Retirement Income Security Act
(ERISA). Under ERISA, these plans may be
terminated voluntarily by the debtor as the
plan sponsor, or involuntarily by the
Pension Benefit Guaranty Corporation
(PBGC) as the agency that insures plan ben-
efits. Typically, any termination during
bankruptcy will be a "distress termini
son," in which the plan assets would be
insufficient to pay benefits under the plan
However, the bankruptcy of the plan span
ser does not automatically result in the tar
ruination of its pension plans, and even
underfunded plans may not necessarily be
terminated' the debtor must demonstrate

that it would not be able to successfully
reorganize unless the plan is terminated

In a distress termination. the PBGC
assumes the liabilities of the pension plan
up to the limits prescribed under ERISA
and gets an unsecured claim in bankruptcy
against the debtor for the unfunded gene
fits. The calculation of this liability is based
on different assumptions than the borrow
et's reported liability in its financial state
merits. This, in addition to the difficulty of
predicting the funded status of a plan at
some point in the future, complicates our
ability to accurately assess the value of
these claims. I
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Commercial Paper
commercial paper (CP) consists of unsecured promissory

notes issued to raise short-term funds. CP ratings pertain to

the program established to sell such notes.There is no review of

individual notes.Typically, only companies of strong credit stand-

ing can sell their paper in the money market, although there peri-

odically is some issuance of lesser quality, unrated paper

(notably, prior to the junk bond market collapse late in 1989).

Alternatively, companies sell commercial paper backed by letters

of credit (LOC) from banks. Credit quality of such LOC-backed

paper rests entirely on the transaction's legal structure and the

bank's creditworthiness. As long as the LOC is structured

correctly, credit quality of the direct obligor can be ignored.

Rating Criteria
Evaluation of an issuer's commercial paper
reflects our opinion of the issuer's fundamental
credit quality, The analytical approach is virtue
ally identical to the one followed in assigning a

long-term corporate credit rating, and there is
a strong link between the short-term and long~
term rating systems. kideed, the time horizon
for CP ratings is not a function of the typical
30-day life of a commercial-paper note, the

270-day maximum maturity for the most com~
man type of commercial paper in the U.S., or

even the one~year tenor typically used to deter-
mine which instrument gets a short-term rating

in the first place.

To achieve an 'A-I+' CP rating, the compa-

ny's credit quality must be at least the equiva-
lent of an 'A+' long~term corporate credit
rating. Similarly, for commercial paper to be
rated 'A-1', the long~term corporate credit

rating would need to be at least 'A-'. In fact,
the 'A+/A-1+' and 'A-/A-1' combinations are
rare. Ordinarily, 'A-1' CP ratings are associ-
ated with 'A+- and 'N long-term ratings.

Conversely, knowing the long-term rating

will not fully determine a CP rating, consider-
ing the overlap in rating categories. However;

the range of possibilities is always narrow. To
the extent that one of two CP ratings might
be assigned at a given level of long-term credit
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quality (e.g., if the long-terrn rating is 'A')
overall strength of the credit within the rating

category is the main consideration. For exam
pie, a marginal 'K credit likely would have its
commercial paper rated 'A-2', whereas a solid
N would almost automatically receive an
A-1'. Exceptional short-term credit quality

would be another factor that determines

which of two possible CP ratings are assigned
For example, a company may possess sub
stantial liquidity--providing protection in the
near or intermediate term-but suffer from

less-than-stellar profitability, a longer-term
factor. O12 there could be a concern that. over
time, the large cash holdings may be used to
fund acquisitions. (Having different time horn
zone as the basis for long- and short-term rat
inks implies either one or the other rating is
expected to change.)

Having inadequate backup liquidity
affects both the short-and long-term ratings

of the issuer because it could lead to default
which would ultimately pertain to all of the
company's debt. Moreover, the need for
backup applies to all confidence sensitive
obligations, not just rated commercial paper

Backup for 100% of rated commercial paper
is meaningless if other debt maturities-for
which there is no backup-coincide with
those of the commercial paper. Thus, the
scope of backup must extend to euro
denominated commercial paper, master
notes. and short~term bank notes

The standard for industrial and utility
issuers has long been 100% coverage of con
evidence-sensitive paper for all but the

strongest credits. Companies rated 'A~1+' can
provide 50% 6 coverage. A higher-rated
entity is less likely co encounter business
reverses of significance and--in the event of
general contraction of the commercial-paper
market-the higher~rated credit would be less

likely to lose investors. In fact, higher~rated
companies could actually be net beneficiaries
of a flight to quality

While the backup requirement relates only
to outstanding paper--rather than the entire

program authorization-a company should
anticipate prospective needs. For example, it
may have upcoming maturities of long-term
debt that Ir may want ro refinance with com
mercia paper, which would then call for
backup of greater amounts

Available cash or marketable securities are
ideal to provide backup. (Of course, it may
be necessary to "haircut" their apparent
value to account for potential fluctuation
value or tollgate taxes surrounding a sale
And it is critical that they be immediately
saleable.) Yet the vast majority of comer
coal paper issuers rely on bank facilities for
alternative liquidity

The high standard for back-up liquidity

has provided a sense of security to the
mercia paper market-even though backup

facilities are far from a guarantee that liquids
Ty will, in the end, be available. For example

a company could be denied funds if its banks
invoked material adverse change clauses
Alternatively, a company in trouble might
draw down its credit line to fund other cash

Backup Policies
Ever since the Penn Central bankruptcy roiled

the commercial-paper market and some com
parties found themselves excluded from issu
in new commercial paper, we have deemed it
prudent for companies that issue commercial
paper to make arrangements in advance for

alternative sources of liquidity. This alter fa
five, backup liquidity protects companies
from defaulting if they are unable to roll over
their maturing paper with new notes, because
of a shrinkage in the overall commercial
paper market or some cloud over the compo
ny that might make commercial paper
investors nervous

Many developments affecting a single com
party or group of companies-including bad
business conditions, a lawsLu't, management
changes, a rating change-could make com
mercia-paper investors flee the credit. Given
the size of the commercial-paper market, back-

up facilities could not be relied on with a high
degree of confidence in the event of wide
spread disruption. A general disruption of
commercial-paper markets could be a highly
volatile scenario, under which most bank lines

would represent unreliable claims on whatever
cash would be made available through the
banldng system to support the market. We net

thee anticipate that such a scenario is likely to
develop, nor assume that it never will
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needs, leaving less-dman full coverage of paper
outstanding, or issue paper beyond the expo
ration date of its lines

In 1999. we introduced a new approach

that offers companies greater flexibility
regarding the amount of backup they main

rain, if they are prepared ro match their
maturities carefully with available liquidity
The alternative approach differentiated
between companies that are rolling over all
their commercial paper in just a few days and
those that have a cushion by virtue of having
placed longer-dated paper. The basic idea was
that companies-if and when they lose access
to commercial paper-should have sufficient
liquidity to cover any paper coming due Dur
in the time they would require to arrange

additional funding. However, companies
encountered practical difficulties in imply

meeting the new approach. Moreover
changes in the banking environment have
since made us more leery about a company
arranging new facilities when under stress

Still. notes that come due only 11-12
months from now do not require backup so
far in advance. Companies should begin to
actively arrange liquidity backup approx
mutely six months prior to maturity
Similarly, 12-month notes that automatically

extend their maturity month by month do
not require back-up arrangements from day
one. They will be able to arrange backup
when and if the extensions stop, leaving a full
12 months to do

Extendible commercial notes (ECNs) pro
vide built-in backup by allowing the issuer to
extend for several months if there is difficulty

rolling over the notes; accordingly, there is
no need to provide backup for them-i.e
until the extension is effected. However, there
is no way to prevent the issuer from tapping
backup facilities intended for other debt and

use the funds to repay maturing ECNs
instead of extending. This risk is known as
leakage. Accordingly, for issuers that provide
100% backup, unpacked ECNs must not
exceed 20% of extant backup for outstanding

conventional commercial paper

All issuers-even if they provide 100%
backup-must always ensure that the first few
days of upcoming maturities are backed with
excess cash or funding facilities that provide

for immediate availability. For example, a

bank backup facility that requires two-day
notification to draw down will be of no use in
repaying paper maturing in the interim. The
same would hold true if foreign exchange is
needed, and the facility requires a few days to
provide it. Moreover, if a company issuing

commercial paper in the U.S. were relying on
a bank facility in Europe, differences in time

zones or bank holidays could prevent avail
ability when needed. Obviously, a bank facile
ty in the U.S. would be equally lacking with
respect to maturing euro-denominated
mercia paper, So-called swing lines typically
equal 15% of the program size to deal
with the maximum amount that will mature
in any three-to four-day period

( luai i ty  Of  Backup Faci l i t ies
Banks offer various types of credit facilities
that differ widely regarding the degree of the
bank's commitment to advance cash under all
circumstances. Weaker forms of commitment

while less costly to issuers, provide banks
great flexibility to redirect credit at their
discretion. Some lines are little more than an
invitation to do business at some future date

We expect all backup lines to be in place
and confirmed in writing. Pre-approved lines
or orally committed lines are viewed as insuf
ficient. Specific designation for commercial

paper backup is of little significance
Contractually committed facilities are desi

able. In the U.S., fully documented revolving
credits represent such contractual commit
merits. The weaker the credit the greater the
need for more reliable forms of liquidity. As a
general guideline, if contractually committed
facilities cover 10-15 days' upcoming rnaturi
ties of outstanding paper, that should suffice

Even contractual commitments often

include "material adverse change" clauses
allowing the bank ro withdraw under certain
circumstances. While inclusion of such an
escape clause weakens the commitment, we
do not consider it critical-or realistic-for

most borrowers to negotiate removal of
material adverse change" clauses
In the absence of a contractual commit

went, payment for the facility-whether by

fee or balances-is important because it gen
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orally creates some degree of moral commit
went on the part of the bank. In fact, a solid
business relationship is key to whether a bank
will stand by its client. Standardized criteria

cannot capture or assess the strength of such
relationships. We therefore are interested in
any evidence--subjective as it may be--that
might demonstrate the strength of an issuer's
banking relationships. In this respect, the Ana
last is also mindful of the business cultures in
different parts of the world and their impact
on banking relationships and commitments

Dependence on just one or a few banks also
is viewed as an unwarranted risk. Apart from
the potential that the bank will not have ode
quote capacity to lend, there is the chance it
will not be willing to lend to this issuer. Having
several baiNdng relationships diversifies the risk
that any bank will lose confidence in this bar
rower and hesitate to provide funds

Concentration of banking facilities also

tends to increase the dollar amount of an inti
visual bard<'s participation. As the dollar
amount of the exposure becomes large, the
bank may be more reluctant to step up to its
commitment. In addition, the potential
requirement of higher-level authorizations at
the bank could create logistical problems with

respect to expeditiousaccess ro funds for the
issuer. On the other hand, a company will not
benefit if it spreads its banking business so
thinly that it lacks a substantial relationship

with any of its banks

There is no analytical distinction to be
made between a 364~day and a 365-day fail

tty. Even multiyear facilities will provide com
fitment for only a short time as they
approach the end of their terms. Ir obviously
is critical that the company arranges for the
continuation of its banking facilities well in

advance of their lapsing
It is important to reiterate that even the

strongest form of backup-a revolver with
no "material adverse change" clause--does
not enhance the underlying credit and does
not lead to a higher rating than indicated by
the company's own creditworthiness. Credit
enhancement can be accomplished only
through an LOC or another instrument that
unconditionally transfers the debt obligation
to a higher-rated entity

Banks providing issuers with facilities for
backup liquidity should themselves be
sound. Possession of an investment-grade
rating indicates sufficient financial strength
for the purpose of providing a commercial
paper issuer with a reliable source
of funding

There no requirement that the barlk's

credit rating equal the CP issuer's rating
nonetheless, we look askance at situations
where most of a company's banks were only

marginally investment grade. That would
indicate an imprudent reliance on banks that
might deteriorate to weaker, no investment
grade status. l
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Arizona Public Service Company
Computation of Gross Revenue Conversion Factor
For Alterative Interim Rates

Docket No. E-01345A-08-0172
Schedule A- 1
Page 1 of 1

Test Year Ended December 31, 2007

Line
No. Description

Company
Proposed

(A )

1 Gross Revenue 100.00%

2 Less: State income taxes 6.71000%

3 Taxable Income as a Percent 93.29%

4 Less: Federal and State Income Taxes 35% 32.65%

5 Change in Net Operating Income 60.64%

6 Gross RevenueConversion Factor 1.6491

Notes and Source
APS Amended Application, Schedule C-3
Components of Interim Revenue Requirement Increase s 65,206 Sch A

Percent
60.64%
39.36%

7
8
9
10

Net Income
Federal and State Income Taxes
Uncoilecdbles
Total Revenue Increase 100.00%

Amount
s 39,541
S 25,665

s
s 65,206
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1 INTRODUCTION

2 Q Please state your name, occupation, and business address

My name is David C. Purcell. I am President and Senior Economist of Technical

Associates, Inc. My business address is Suite 601, 1051 East Cary Street, Richmond

Virginia 23219

7 Q Please summarize your educational background and professional experience

I hold B.A. (1969) and M.A. (1970) degrees in economics from Virginia Polytechnic

Institute and State University (Virginia Tech) and a M.B.A. (1985) from Virginia

I have been a consulting economist with TechnicalCommonwealth University.

I have provided cost of capital testimony in public utility

ratemaking proceedings dating back to 1972. In connection with this, I have previously

filed testimony and/or testified in over 400 utility proceedings before 40 regulatory

Associates since 1970.

agencies in the United States and Canada. Attachment 1 provides a more complete

description of my education and relevant work experience

17 Q Have you previously testified before the Arizona Corporation Commission?

Yes, I have testified in a number of prior Arizona Corporation Commission

("Commission") utility rate proceedings, including the recent electric rate cases involving

Arizona Public Service Company (Docket No. E-01345A-05-0816), UNS Gas, Inc

(Docket No. G-01345A-05-0463), UNS Electric, INC. (Docket No. E-0404A-06-0783)

Tucson Electric Power Co. (Docket No. E-01933A-07-0402) and Southwest Gas

Company (Docket No. G-01551A-07-0504). Those testimonies were provided on behalf

of the Utilities Division Staff
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1 Q. What is the purpose of your testimony?

2

3

4

5

6

My testimony addresses the financial and cost of capital implications of Arizona Public

Service Company's ("APS" or "Company") Motion for Approval of Interim Rate and

Preliminary Order. My testimony is designed to provide the Commission with additional

information on whether the Company's apparent nexus between a singular rating agency

financial metric and its Interim Rate request is compelling.

7

8 Q- What is your understanding of the basis for APS' Interim Rate Request?

9

10

The position of APS is contained in the affidavit of Donald E. Brandt. On page 4, lines 7-

12, Mr. Brandt makes the following statement:

11
12
13
14
15
16
17

I believe that, without interim relief of the type requested in the Company 's
Motion, it is more than likely that APS will be downgraded to junk status
before the Commission issues a decision in the Company's general rate
proceeding, resulting in approximately one billion dollars of additional
costs over the next ten years that will ultimately be borne by APS
customers.

18

19

20

21

22

23

24

A primary aspect of the Company's request for Interim Rates is based on APS' belief that

there is a likelihood of a downgrading of its securities in the absence of Interim Rates.

This downgrade possibility, in turn, is primarily based upon the Company's focus on the

Standard & Poor's ("S&P") financial ratio Funds from Operations to Debt ratio

("FFO/Debt"). This is demonstrated in Mr. Brandt's affidavit on page 12, lines 5-9, where

he makes the following statement:

25
26
27
28
29
30
31

A.

A.

The rating agencies have established financial retries as guidelines for
determining a credit rating. The key financial metric examined by the
credit rating agencies is the FFO/Debt ratio, which measures the
sufficiency of company 's cash flow to service both debt interest and debt
principal over time.
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Mr. Brandt goes on to state (page 12, lines 14-16) that APS' FFO/Debt ratio will fall

below the 18 percent "threshold" by the end of 2009. Based on this, he concludes that a

downgrade will occur in the absence of the approval of Interim Rates

5 Q What is your conclusion concerning the necessity for Interim Rates in terms of APS

rationale for requesting such rates?

I conclude that APS' focus on a single financial metric (FFO/Debt) is not representative of

the manner in which the respective rating agencies indicate that ratings are established. It

is evident that many factors go into the ratings process

It is also evident that APS has the lowest investment grade rating with only one of the

three major rating agencies (S&P). The other two agencies (Moody's and Fitch) rate APS

two grades above the investment grade category. Further, all these rating agencies give

APS a "stable" outlook. Based upon these factors, I do not believe that APS is presently

at any significant risk of a downgrade

17

18

RATING AGENCY METHODOLOGIES

Q How do the rating agencies define individual ratings

Each of the three rating agencies has established a series of rating categories with which to

rate corporate securities. These are shown below
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Fitch Moody's S&P

AAA
AA+
AA
AA-
A+
A
A-

AAA
AA+
AA
AA-
A+

1

2

3

4

5

6

7

8

9

1 0

11

12

13

Ala
Aa1
Aar
Aar
A1
AS
AS
Baal
Baa2
Baan
Bal
Bar
Bar
B1
BE
BE
Caal

A
A-
BBB+
BBB
BBB-
BB+
BB
BB-
B+
B

BBB+
BBB
BBB-
BB+
BB
BB-
B+
B
B-

CCC+

B-

CCC+

14

15

16

17

18

19

20

21

Note that there are several categories of CCC and below that are not shown above.

It is universally accepted that "investment grade" is defined as a rating of triple-B or

above. Moody's, for example, defines "investment grade" as "issuers rated from Ala to

Baa globally" on its website (Attachment 2). Ratings of less than triple-B are referred to

as non-investment grade, or sometimes referred to as "junk bond" status. The Moody's

scale, for example, provides the following description of its rating categorieslz

22

23
24
25
26
27
28
29
30
31

Ala
As
A
Baa
Ba
B
Cao
Ca
C

"high grade"
"high grade"
"upper-medium grade"
"medium grade"
"speculative elements"
"lack characteristics of the desirable investment"
"poor standing"
"speculative in high degree"
"lowest rated class"

Source: Merge ft Bond Record (Attachment 3)
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1 Q~ Do the rating agencies provide any additional indications al' possible trends in a

2

3 A.

company's ratings?

Yes, they do. Each of the rating agencies employs a set of four "outlook" indicators

4

5

negative, stable, positive, and under review. These are intended to provide an indication

of the potential direction of any possible ratings change.

6

7 Q-

8

How do the rating agencies determine the security ratings that are assigned to

corporations such as public utilities?

9

10

11

The rating agencies utilize a number of quantitative and qualitative factors in assigning

security ratings. S&P is more commonly cited in this regard since this rating agency

provides more direct indications as to how its ratings are determined.

12

13

14

In providing ratings for public utilities, S&P utilizes a "Business Risk Profile" and a

"Financial Risk Profile." These are described in a November 30, 2007 RatingsDirect

15 (Attachment 4). The Business Risk Profile contains five categories:

16

17

18

19

20

21

Excellent
Strong
Satisfactory
Weak
Vulnerable

22

23 The Financial Risk Profile, in turn, contains five categories:

24

25

26

27

28

29

30

A.

Minimal
Modest
Intermediate
Aggressive
Highly leveraged
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1 Q What factors does S&P utilize in establishing a Business Risk Profile for a public

utility

S&P indicates that it uses the following factors to establish a Business Risk Profile

Regulation
Markets
Operations
Competitiveness, and
Management

11 Q How does S&P indicate that it applies Financial Risk Profiles for public utilities?

S&P indicates the following: "Financial risk is analyzed both qualitatively and

quantitatively, mainly with financial ratios and other metrics that are calculated after

various analytical adjustments are performed on financial statements prepared under

S&P identifies the following three financial ratios as the quantitative basis for its ratings

FFO/Debt (%)
FFO/Interest (x), and
Total debt/capital (%)

23 Q Does S&P indicate if it uses these guidelines exclusively in establishing ratings

S&P indicates that it does not use these financial guidelines exclusively in setting ratings

In the November 30, 2007 RatingsDirect, S&P noted

Note that even after we assign a company a business risk and financial
risk, the committee does not arrive by rote at a rating based on the matrix
The matrix is a guide-it is not intended to convey precision in the ratings
process or reduce the decision to plotting intersections on a graph. Many
small positives and negatives that affect credit quality ear lead a committee
to a deferent conclusion than what is indicated in the matrix
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1 Q- Do the other rating agencies also consider multiple factors in establishing security

2

3

4

5

ratings?

Yes, they do. Fitch, for example, describes its ratings methodology in a July 31, 2007

publicat ion t it led "Credit  Rating Guidelines For Regulated Utility Companies"

(Attachment 5). In this, Fitch stated:

These guidelines are an overview of Fitch Ratings' global approach to
credit ratings for electric, natural gas and water utilities.

The rating evaluation of an electric, gas or water utility considers the
qualitative and quantitative risks associated with the company's business
and corporate structure in combination with the company's financial
strength and liquidity. The financial assessment emphasizes each flow
financial measures rather than equity or earnings-based ratios. The
analytical focus is on the adequacy of the utility's cash flow relative to
fixed charges, debt obligations and capital expenditures as well as its
capital structure, liquidity and projitability.

6

7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41

The assessment of operating and business risks is an important element in
determining ratings. This analysis is carried out using both quantitative
and qualitative methods. Quantitative factors with the most signmeant
effect on companies in the utilities sector include an evaluation of the
regulatory and political environment in which the utility operates,
including such factors as price-setting and cost-reeovery mechanisms,
transparency and predictability of the regulatory regime, exposure to
competition and the nature of the customer franchise. In addition, Fit eh 's
operational and business evaluation considers the degree of which the
utility bears fnancial exposure to variations in commodity easts and in the
case of network businesses, the responsibility for reliable supply. the
business risk profile is also influenced by factors such as customer
demographics, the type and quality of assets, operating performance, fuel
mix, exposure to hydrological risk and management's strategy and
capability. Each of these factors will affect the predictability or volatility
of utility 's cash flow.

A.

The assessment of operating risk also includes a review of ire historical
volatility of operating cash flow, when available, compared to the
historical trend of similar companies. Fitch analysts review past each flow
trends to assess how the volatility or stability has been affected by the



Direct Testimony of David C. Purcell
Docket No. E-01345A-08-0172
Page 8

aforementioned fundamental factors The assessment incorporates
analytical judgment about now fundamental factors may a]j'eet the
company 's future operating casnflow

Fitch identifies the following factors that it considers

Corporate/Legal Structure
Regulatory Environment
Franchise or Concession Terms
Price Setting
Potential For Regulatory Change
Service Area Demographics
Energy Supply
Commodity Price Exposure
Operating Efficiency
Management and Strategy
Financial Resources
Capital Structure and Financial Flexibility
Financial Ratio Analysis
Liquidity
Risk Assessment and Guideline Credit Ratios

It is obvious from this Fitch report that a larger number of factors are considered in

establishing credit ratings. Clearly, Fitch does not focus on a single ratio in setting

ratings

27 Q Does Moody's also utilize multiple criteria in establishing ratings for utilities?

Yes, it does. Unlike S&P and Fitch, however, Moody's does not appear to be as definitive

in its rating review methodology. Nevertheless, it is evident from a July 28, 2008 Credit

Opinion on APS (Attachment 6) that Moody's considers a number of both qualitative and

quantitative factors including

Stability of regulated cash flows
Economic strength of service territory
Regulatory environment, and
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1

2

Cash How metrics.

3

4

Moody's cites four cash flow metrics:

5

6

7

8

CFO pre~W/C to Interest (x),
CFO pre-W/C to Debt (%);
CFO pre-W/C .. Dividends to Debt (%), and,
Total Debt to Book Capitalization.

9

10

11

This indicates that Moody's also considers multiple factors in setting its rating.

1 2

1 3

1 4

APS RATING STATUS

Q. What are the current bond ratings of APS?

A. There are three major bond rating agencies in the U. S. The current ratings of APS are as

follows:

Issuer Rating Senior Unsecured

Fitch

Moody's

S&P

BBB

Baa2

BBB-

BBB

Baan

BBB-

15

16

17

18

19

20

21

22

23

Each of these fall in the "investment grade" category, which is Triple B- or above.

24 Q- How do these ratings compare to other electric utilities?

25 A.

26

According to AUS Utility Reports (Attachment 7), the Moody's and S&P ratings for the

electric utilities they cover are as follows :

27
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Rating Moody's S&P

1

3
6
7

1 6
15
8

1
2
1
6
5

10
15
13
5
2
1
4

3

1

2

3

4

5

6

7

8

9

10

11

Aaa/AAA
Aa2/AA
Aa3/AA-
A1/A+
A2/A
A3/A-
Baal/BBB+
Baa2/BBB
Baa3fBBB-
Bal/BB+
B2
Not Rated 4

Source: AUS Utility Reports, July 2007.

Note: The bold numbers reflect APS' current ratings.

This indicates that Pinnacle West Capital (APS) has bond ratings somewhat less than other

electric utilities, but still within investment grade status.

Q- What are the current outlooks for APS?

12

13

14

15

16

17

18

19 The current outlooks for APS are as follows:

20

21
22
23

Fitch
Moody's
S&P

Stable
Stable
Stable

Q- What is the most recent change in the respective outlooks for APS?

The most recent change in outlook was favorable as follows:

24

25

26

27

28

29

A.

A.

Moody's Negative to Stable July 25, 2008
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1 Q- Why did Moody's revise APS' outlook from negative to stable?

This revision was noted in a July 25, 2008 Moody's Global Credit Research Rating Action

(Attachment 8). In announcing the upgrade in outlook, Moody's noted the following

Mooa'y's Investors Service changed the rating outlooks of Pinnacle West
Capital Corporation (Pinnacle, Baan senior unsecured) and its
subsidiaries, Arizona Public Service Company (APS Baa2 senior
unsecured) and VNGS II Funding Corp. Ire. (PVNGS: Baa2, senior
secured lease obligation bonds) to stable from negative

The stable outlook considers the companies' improving regulatory
environment and operating performance with financial results that are
expected to remain consistently within the range expected for integrated
utilities rated Baa. APS has begun to receive more supportive regulatory
decisions, including "new connection" fees allowing faster recovery for
new hookups plus a transmission cost aahustor and power supply aahustor
which has limited APS ' exposure to fuel andpurchasedpowerfluctuations
In addition, performance at the Palo Verde nuclear power plant has
improved and APS is making progress in identyying and improving the

safetyand communication issues at the plant

As a result of some improved timing on cost recoveries, Moody's now
expects APS and Pinnacle's cash /low credit metrics to remain at levels
comparable to those achieved in 2006 and 2007. this would place the
utility and parent in the mid-to-upper range of ratios for electric utilities
with medium business risk according to Moody's rating methodology for
global regulated electric utilities

29 Q Has S&P commented on APS in any recent reports

Yes, it has. In a June 25, 2008 RatingsDirect (Attachment 9), S&P affirmed APS' BBB

corporate credit rating and also affirmed the Stable outlook. In affirming these factors

S&P did acknowledge that "APS continued to face significant regulatory challenges

S&P's Stable outlook for APS was described as follows
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1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16

The stable outlook reflects our expectation that consolidated cash f low
volatility has been tamped down by the ACC 's approval of stronger PSA
that speeds the recovery of fuel easts, but consolidated financial
performance will continue to be challenged by regulatory lag at APS
which could be moderated by APS' pending interim rate request. The
stable outlook is premised on no meaningful adverse changes in the
company's business risks and continued financial performance that is not
signy'ieantly weaker than 2007 results. Equity issuances will be expected
to balance the capital structure of the company as APS continues to invest
heavily in infrastructure. Ratings could be lowered to speculative grade if
the company is not able to overcome the challenge of ensuring timely
recovery omits prudently incurred costs through rate increases approved by
the ACC. Given these challenges, and that presented by NRC scrutiny of
Palo Verde, we see little potential for positive movement in the ratings or
outlook

17

18

19

20

This quote does indicate S&P's concerns with APS' challenges. On the other hand, S&P

cites recent Commission approval of a stronger PSA that speeds recovery of fuel costs.

Notably, even though it cited the Interim Rates filing, S&P did not express any prediction

of a downgrade of APS in the absence of Interim Rates being approved. I also note that

APS' stable outlook reflects these factors21

22

23

24

Q- How should the S&P financial ratios, as cited above, apply to APS?

25

According to a June 2, 2008 publication by S&P titled "Issuer Ranking" U.S. Regulated

Electric Utilities, Strongest to Weakest" (Attachment 10) APS has the following profiles:

26

27
28

Business Profile
Financial Profile

Strong
Aggressive

29

30

31

Based on these respective profiles, S&P indicates, in a November 30, 2007 RatingsDirect

(Attachment 4), the following "guidelines" for a utility with APS' financial risk profile :

32

33
34

A.

FPO/debt
FFO/interest
Total debt/capital

10%
2.0x
45%

30%
3.5x
609
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1

2

Q-

3

4

Mr. Brandt states, on page 12, lines 6-8, of his affidavit that "the key financial metric

examined by the credit rating agencies is the FFO/Debt ratio of 18% to 28%." Does

this statement conform to your review of S&P and other rating agency reports and

stated criteria?

5

6

No, it does not. As I have shown above, the rating agencies use a number of criteria, both

quantitative and qualitative, in determining ratings. I have seen no indications that either

S&P or any other rating agency place primary reliance on any single financial metric in

setting ratings .

7

8

9

10

11

Q- Are there any other factors that may impact the financial metrics of APS?

12

13

14

Yes. The Commission recently approved an application of Pinnacle West Capital to sell

up to $400 million of new equity and infuse this into APS. The addition of $400 million

of new equity into APS should have the impact of improving the FFO/Debt ratio of the

company, as well as the total debt/total capital metric. I note that this financing was

approved by the Commission on August 6, 2008, or alter the date of Mr. Brandt's affidavit

(June 6, 2008). As a result, any impact of the infusion on APS' financial metrics is not

included in Mr. Brandt's affidavit.

15

16

17

18

19

20

21

22

A demonstration of the positive impact of an equity infusion is provided in the response to

Data Request Staff Interim 2.26 (Attachment 11). This response indicates that a prior

equity infusion of $460 million in 2005 and 2006 had the impact of raising the FFO/Debt

ratio of the Company.

23

A.

A.
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1

2

PINNACLE WEST CAPITAL STOCK RANKINGS

Are there other indicators of financial strength and viability that can be used to

compare electric utilities?

Q

Yes. there are. These include

Value Line Safety? (Safety ranldngs are in a range of 1 to 5, with
1 representing the highest safety or lowest
risk)

Value Line Beta (Beta reflects the variability of a particular
stock. relative to the market as a whole. A
stock with a beta of 1.0 moves in concert
with the market. a stock with a beta below
1.0 is less variable than the market. and a
stock with a beta above 1.0 is more variable
than the market.)

Value Line Financial Strength (Financial strengths range from C to A++
with the latter representing the highest level.)

Standard & Poor's Stock Ranking' (Common stock rankings range from D to
A+, with the latter representing the highest
level.)

Each of these indicators can be used to compare various companies, including electric

utilities such as Pinnacle West Capital, with other companies

28 Q What are the respective financial indicators of Pinnacle West Capital and the electric

utility industry

Pinnacle West Capital's indicators (Attachment 14) and the averages for the electric utility

industry are currently as follows

Source: Attachment 12

Source: Attachment 13
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1

2

PWC Elec. Util.

Value Line Safety 2 2.3

3

4

Value Line Beta .80 .87

Value Line Financial Strength A
5

6
S&P Stock Ranking B+

Q- How do these compare to other electric utilities?7

8

9

10

This comparison is shown on Schedule 1 of Exhibit

following comparisons:

(DCP-1). This reveals the

11

12

13

14

15

Value Line Safety - Pinnacle West Capital's 2 (on a scale of 1 to 5 with l being

the highest level of Safety - note that Pinnacle West has a Safety of 1 until August

8, 2008) falls in the upper middle range of electric utilities. Schedule l indicates

that virtually all of the electric utilities have a Safety of l, 2 or 3, with an average

of 2.3. The number of companies with each rating is:

8
27
23

16

17
18
19
20
21
22

1
2
3
4
5 1

23 This is reflective of slightly below-average risk for Pinnacle West Capital.

24

25

26

Value Line Beta - Pinnacle West Capital's .80 beta is slightly less than the electric

industry average beta of .87. This is also indicative of slightly less risk.

27

A.
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Value Line Financial Strength - Pinnacle West Capital's Financial Strength is A

which is slightly above average for the electric industry. The number of

companies with each rating is

A+

B++

3
18
17
10

This reflects below-average risk of Pinnacle West Capital

S&P Stock Ranking - Pinnacle West Capital's B+ ranking is above the average of

the electric utility industry. The number of companies with each ranking is

B+
9

14
28

This also reflects below-average risk of Pinnacle West Capital

Collectively, these indicators portray Pinnacle West Capital as a below-risk electric utility

holding company
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1 CONCLUSION

2 Q- Please summarize your testimony and conclusions.

3

4

5

6

7

The affidavit of APS Mtness Brandt reflects the Company's position that Interim Rates

are necessary in order to avoid a ratings downgrade to non-investment grade status. The

Company's prediction of ratings downgrades, in turn, is based on the claim that a single

financial metric (FFO/Debt) is the primary factor used by the rating agencies in assigning

ratings to individual companies such as APS.

8

9

10

11

12

13

14

My testimony provides a more comprehensive assessment of what the rating agencies

indicate, in their published reports, the methodologies and factors that are considered in

the ratings process. It is apparent, based on the rating agencies' published reports, that a

large number of factors are considered in assigning ratings. These include both qualitative

and quantitative factors. There is no indication that a single financial metric, such as

FFO/Debt, is a primary determinant in the rating process.

15

16

17

18

19

20

21

22

My testimony also indicates that APS has ratings by Fitch and Moody's of "middle B"

(BBB by Fitch and Baan by Moody's), which are two "notches" above the non-investment

grade status. S&P's ratings are BBB-, which is a single "notch" above non-investment

grade status. All three rating agencies have "outlooks" for APS of "Stable". A typical

company in danger of being downgraded would be expected to have an Outlook of either

"Negative" or  "Under  Review." This information does not provide any significant

indication of a danger of APS being downgraded to non-investment grade status.

23

24

25

26

A.

The stock rankings of APS' parent -- Pinnacle West Capital - are typically in the above-

average categories for electric utilities. This is indicative of below-average risk for APS

and Pinnacle West Capital.
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Based upon these analyses, it is my conclusion that the rationale provided by APS in

support of its request for Interim Rates is not persuasive and does not provide a proper

justification for Interim Rates based on a need to maintain investment grade ratings

5 Q Does this conclude your pre-filed testimony

Yes. it does
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ELECTRIC UTILITIES FOLLOWED BY VALUE LINE INVESTMENT SURVEY
COMPARISON OF FINANICAL INDICATORS

VALUELINE

COMPANY ELECTRIC SUB
EQUITY
RATIO

Value Line
SAFETY BETA STR

STOCK
RANKING

S&P
BOND

RATING

MOODY'S
BOND

RATING

Minnesota Power
WPL. ITS & ISP

Un El & CIPSCO
AEP & C&SW
UtiliCorp
WashWater Pwr
Black Hills Power
Consumers Energy
Can Hud G & E
HoustonElectric

Can La Elem 3

Baltimore Gas &Elem
Dayton P&L
VA Power
Detroit Edison

2

So. Cal Edison

NYSEG. RG&E_ CMP

54.4%
61 .9%
39.0%
53.4%
41.2%
55.7%
59.0%
63.2%
25.9%
55.2%
17.8%
60.6%
57.0%
53.1%
52.4%
35.8%
41 .1 %
45.6%
69.1%
45.0%
50.4%
49.9%
45.1%
43.9%
45.7%
48.8%
50.3%
57.9%
51 .0%
51 .1%
58.3%

PECO & Comm Ed
Florida P a L
OhEd.ClE.ToI.MeEd.JC
KCP&L
Hawaiian Elem. Co
Idaho Power
Wisconsin Pub Ser

Montana Dak Util
Madison Gas & Elem
NIPSCO
NU sys
NSTAR Elec
Okla Gas s. Elem
Otter Tail Power
Pacific G & E
PPL Utilities
Ariz Pub Ser
Pep co & Conectiv

CP&L & FI Prog
PSE&G
P S of New Mexico
Puget Sound Energy
SCE&G
San Diego G & E
Nev Pwr a. SP Pwr
GA Pwr. Ala Pwr. M PW
Tampa Elem
TucsonElectric Power
United mum
Ind Ener a. SIGCORP

88.4%
84.8%
47.8%
48.8%
40.1 %
55.6%
59.4%
50.4%
43.6%
53.0%
45.9%
46.5%
48.8%
45.5%
57.6%
48.5%
49.7%
63.7%
42.0%
44.9%
39.0%
31 .2%
49.2%
49.8%
48.9%
49.2%
49.4%

ALLETE
Alliant Energy
Allegheny Energy
Ameren Corp
American Electric Power Company
Aquila, Inc
Avista Corp
Black Hills Corp
CMS Energy Corp
CH Energy Group, Inc
CenterPoint Energy, inc
Central Vermont Public Service Corp
Cleco Corp
Consolidated Edison. Inc
Constellation Energy Group
DPL. inc
Dominion Resources
DTE Energy Company
Duke Energy Corp
Edison International
El Paso Electric Co
Empire District Electric Company
Energy East Corp
Energy Corp

Exelon Corp
FPL Group, Inc
FirstEnergy Corp
Great Plains Energy Inc
Hawaiian Electric Industries. Inc
IDACORP
lntegrys Energy Group
ITC Holdings Corp
MDU Resources Group
MGE Energy inc
NiSource Inc
Northeast Utilities
NSTAR
OGE Energy Corp
Otter Tail Corp
PG&E Corp
PPL Corp
Pinnacle West Capital Corp
Pep co Holdings, Inc
Portland General
Progress Energy
public Service Enterprise Group, inc.
PNM Resources
Puget Energy, Inc
SCANA Corp
Sempra Energy
Sierra Pacific Resources
Souther Company
TECO Energy, Inc
UniSource Energy Corp
UIL Holdings
Vectren
Wester Energy, Inc
Wisconsin Energy Corp
Xcel Energy Inc

We Energies
N s Pwr. PSC. SWPS

Average

Sources: Value Line and Standard& Poor's Stock Guide
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BACKGROUND AND EXPERIENCE PROFILE
DAVID c. PARCELL, MBA, CRRA

PRESIDENT/SENIOR ECONOMIST

EDUCATION

1985
1970

1969

M.B.A., Virginia Commonwealth University
M.A., Economics, Virginia Polytechnic Institute and State University,
(Virginia Tech)
B.A., Economics, Virginia Polytechnic Institute and State University,
(Virginia Tech)

POSITIONS
2007-Present
1995-2007

1993-1995
1972-1993
1969-1972
1968-1969

President, Technical Associates, Inc.
Executive Vice President and Senior Economist, Technical
Associates, Inc.
Vice President and Senior Economist, C. W. Amos of Virginia
Vice President and Senior Economist, Technical Associates, Inc.
Research Economist, Technical Associates, Inc.
Research Associate, Department of Economics, Virginia Polytechnic
Institute and State University

ACADEMIC HONORS

Omicron Delta Epsilon - Honor Society in Economics
Beta Gamma Sigma - National Scholastic Honor Society of Business Administration
Alpha Iota Delta - National Decision Sciences Honorary Society
Phi Kappa Phi - Scholastic Honor Society

PROFESSIONAL DESIGNATIONS

Certified Rate of Return Analyst - Founding Member
Member of Association for Investment Management and Research (AIMR)

RELEVANT EXPERIENCE

Financial Economics -- Advised and assisted many Virginia banks and savings and loan associations
on organizational and regulatory matters. Testified approximately 25 times before the Virginia State
Corporation Commission and the Regional Administrator of National Banks on matters related to
branching and organization for banks, savings and loan associations, and consumer finance
companies. Advised financial institutions on interest rate structure and loan maturity. Testified
before Virginia State Corporation Commission on maximum rates for consumer finance companies.
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Testified before several committees and subcommittees of Virginia General Assembly on numerous
banking matters.

Clients have included First National Bank of Rocky Mount, Patrick Henry National Bank, Peoples
Bank of Danville, Blue Ridge Bank, Bank of Essex, and Signet Bank.

Published a r t ic les  in law reviews and other  per iodica ls  on s t ructure and r egula t ion of
banking/financial services industry.

Utility Economics -- Performed numerous financial studies of regulated public utilities. Testified in
over 300 cases before some thirty state and federal regulatory agencies.

Prepared numerous rate ofretum studies incorporating cost of equity determination based on DCF,
CAPM, comparable earnings and other models. Developed procedures for identifying differential
risk characteristics by nuclear construction and other factors.

Conducted studies with respect to cost of service and indexing for determining utility rates, the
development of annual review procedures for regulatory control futilities, fuel and power plant cost
recovery adjustment clauses, power supply agreements among affiliates, utility franchise fees, and
use of short-term debt in capital structure.

Presented expert  testimony before federal regulatory agencies Federal Energy Regulatory
Commission, Federal Power Commission, and National Energy Board (Canada), state regulatory
agencies in Alabama, Alaska, Arizona, Arkansas, California, Connecticut, Delaware, District of
Columbia, Florida, Georgia, Hawaii, Illinois, Indiana, Kansas, Kentucky, Maine, Maryland,
Missouri, Nebraska, Nevada, New Hampshire, New Jersey, New Mexico, Ohio, Oklahoma, Ontario
(Canada),  Pennsylvania,  South Carolina,  Texas,  Utah,  Vermont,  Virginia,  West Virginia,
Washington, Wisconsin, and Yukon Territory (Canada).

Published articles in law reviews and other periodicals on the theory and purpose of regulation and
other regulatory subj ects.

Clients served include state regulatory agencies in Alaska, Arizona, Delaware, Missouri, North
Carolina, Ontario (Canada), and Virginia, consumer advocates and attorneys general in Alabama,
Arizona, District of Columbia, Florida, Georgia, Hawaii, Illinois, Indiana, Kansas, Kentucky,
Maryland, Nevada, New Mexico, Ohio, Oklahoma, Pennsylvania, South Carolina, Texas, Utah,
Vermont, Virginia, and West Virginia, federal agencies including Defense Communications Agency,
the Department of Energy, Department of the Navy, and General Services Administration, and
various organizations such as Bath Iron Works, Illinois Citizens' Utility Board, Illinois Governor's
Office of Consumer Services, Illinois Small Business Utility Advocate, Wisconsin's Environmental
Decade, Wisconsin's Citizens Utility Board, and Old Dominion Electric Cooperative.
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Insurance Economics -- Conducted analyses of the relationship between the investment income
earned by insurance companies on their portfolios and the premiums charged for insurance.
Analyzed impact o f diversification on financial strength of Blue Cross/Blue Shield Plans in Virginia.

Conducted studies of profitability and cost of capital for property/casualty insurance industry.
Evaluated risk of and required return on surplus for various lines of insurance business.

Presented expert testimony before Virginia State Corporation Commission concerning cost of capital
and expected gains from investment portfolio. Testified before insurance bureaus of Maine, New
Jersey, North Carolina, Rhode Island, South Carolina and Vermont concerning cost of equity for
insurance companies.

Prepared cost of capital and investment income return analyses for numerous insurance companies
concerning several lines of insurance business. Analyses used by Virginia Bureau of Insurance for
purposes of setting rates.

Special Studies -- Conducted analyses which evaluated the financial and economic implications of
legislative and administrative changes. Subject matter of analyses include returnable bottles, retail
beer sales, wine sales regulations, taxi-cab taxation, and bank regulation. Testified before several
Virginia General Assembly subcommittees.

Testified before Virginia ABC Commission concerning economic impact of mixed beverage license.

Clients include Virginia Beer Wholesalers,
and Virginia Taxicab Association.

Wine Institute, Virginia Retail Merchants Association,

Franchise, Merger & Anti-Trust Economics -- Conducted studies on competitive impact on market
structures due to joint ventures, mergers, franchising and other business restructuring. Analyzed the
costs and benefits to parties involved in mergers. Testified in federal courts and before banking and
other regulatory bodies concerning the structure and performance of markets, as well as on the
impact of restrictive practices.

Clients served include Dominion Bankshares, asphalt contractors, and law firms.

Transportation Economics -- Conducted cost of capital studies to assess profitability foil pipelines,
rocks, taxicabs and railroads. Analyses have been presented before the Federal Energy Regulatory
Commission and Alaska Pipeline Commission in rate proceedings. Served as a consultant to the
Rail Services Planning Office on the reorganization of rail services in the U.S.
Economic Loss Analyses -- Testified in federal courts, state courts, and other adjudicative forums
regarding the economic loss sustained through personal and business injury whether due to bodily
harm, discrimination, non-performance, or anticompetitive practices. Testified on economic loss to a
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commercial bank resulting from publication of adverse information concerning solvency. Testimony
has been presented on behalf of private individuals and business finns

MEMBERSHIPS

American Economic Association
Virginia Association of Economists
Richmond Society of Financial Analysts
Financial Analysts Federation
Society of Utility and Regulatory Financial Analysts

Board of Directors 1992-2000
Secretary/Treasurer 1994- 1998
President 1998-2000

RESEARCH ACTIVITY

Books and Major Research Reports

Stock Price As An Indicator of Performance," Master of Arts Thesis, Virginia Tech, 1970

Revision of the Property and Casualty Insurance Ratemaking Process Under Prior Approval
in the Commonwealth of Virginia," prepared for the Bureau of Insurance of the Virginia
State Corporation Commission, with Charles Schotta and Michael J. Ilea, 197 l

An analys is  of the Virg inia  Consumer Finance Industry to Detennine the Need for
Restructuring the Rate and Size Ceilings on Small Loans in Virginia and the Process by
which They are Governed," prepared for the Virginia Consumer Finance Association, with
Michael J. Ilea. 1973

State Banks and the State Corporation Commission: A Historica l  Review, Technical
Associates. Inc.. 1974

A Study of the Implications of the Sale of Wine by the Virginia Department of Alcoholic
Beverage Control", prepared for the Virginia Wine Wholesalers Association, Virginia Retail
Merchants Association, Virginia Food Dealers Association, Virginia Association of Chain
Drugstores, Southland Corporation, and the Wine Institute, 1983

Performance and Diversification of the Blue Cross/Blue Shield Plans in Virginia: An
Operational Review", prepared for the Bureau of Insurance of the Virginia State Corporation
Commission, with Michael J. Ilea and Alexander F. Skirpan, 1988

The Cost of Capital - A Practitioners' Guide, Society of Utility and Regulatory Financial
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Analysts, 1997 (previous editions in 1991, 1992, 1993, 1994, and 1995)

Papers Presented and Articles Published

The Differential Effect of Bank Structure on the Transmission of Open Market Operations
Western Economic Association Meeting, with Charles Schotta, 1971

The Economic Objectives of Regulation: The Trend in Virginia," (with Michael J. Ilea)
William and Marv Law Review, Vol. 14, No. 2, 1973

Evolution of the Virginia Banking Structure, 1962- 1974: The Effects of the Buck-Holland
Bill", (with Michael J. Ilea), William and Marv Law Review, Vol. 16, No. 3, 1975

Banking Structure and Statewide Branching: The Potential for Virginia", William and Marv
Law Review. Vol. 18. No. 1. 1976

Bank Expansion and Electronic Banking: Virginia Banldng Structure Changes Past
Present, and Future," William and Mary Business Review," Vol. l, No. 2, 1976

Electronic Banking - Wave of the Future?" (with James R.  Marchand), Journal of
Management and Business Consulting, Vol. 1, No. 1, 1976

The Pricing ofElectnlcity" (with James R. Marchand), Journal of Management and Business
Consulting, Vol. 1, No. 2, 1976

The Public Interest - Bank and Savings and Loan Expansion in Virginia" (with Richard D
Rogers), Universitv of Richmond Law Review, Vol. ll, No. 3, 1977

When Is It In the 'Public Interest' to Authorize a New Bank?"_ Universitv of Richmond Law
Review. Vol. 13. No. 3. 1979

Banking Deregulation and Its Implications on the Virginia Banking Structure," William and
Mary Business Review, Vol. 5, No. 1, 1983

The Impact of Reciprocal Interstate Banldng Statutes on The Performance ofVirginia Bank
Stocks". with William B. Harrison, Virginia Social Science Journal, Vol. 23, 1988

The Financial Performance of New Banks in Virginia", Virginia Social Science Journal
Vol. 24. 1989

Identifying and Managing Community Bank Performance Alter Deregulation", with
William B. Harrison, Journal of Managerial Issues, Vol. II, No. 2, Summer 1990
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The Flotation Cost Adj vestment To Utility Cost of Common Equity - Theory, Measurement
and Implementation," presented at Twenty-Fifth Financial Forum, National Society of Rate
of Return Analysts, Philadelphia, Pennsylvania, April 28, 1993

Biography of Moon Edison Bristow, Dictionarv of Virginia Biography, Volume 2, 2001
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fundamentals. we conclude. That said. we are
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Limitations to UsesoflRatings: Bonds sarrying the same rating are norclaimed to
be of absolutely equal quality. In a broad sense they are alike in position, but since there
are a limited number of rating classes used in grading thousands of bonds, the symbols
cannot reflect the line shadings of risks which aaually exist. Therefore, it should be
evident to the user of ratings that two bonds identically rated are .unlikely to be precisely
the same in investment quality. .

As ratings ere designed exclusively lot the purpose of grading bonds awarding lo
their investment qualities, they should not be used done as a basis for investment
operations. For example, they have no value in forecasting the direction of future trends
al market price. Market price movements in bonds are influenced not only by the quality
of Individual issues but also'by changes in money rates and general economic trends, as
well as by the length of maturity, etc. During ltsrrfe even the best quality bond may have
wide price movements while. its high investment status remains unchanged. . .

The matter of market price has nO beating whatsoever On the determination otratingS
which are not to be construed as recommendations with respect tO "attractiveness."
The attractiveness of a given bond may depend un its yield, its maturity date or other
factors~t'or which the investor may -search, as well as On its investment quality, Me only
characteristic to which the rating relers..... ~̀  ':' . .

Since ratings involve judgments about theiuture, on the one hand, and since they are
used by investors as a means of protection, on the other, the effort is made when

solely at the past record and the status ht the preseNt Therefore, investors usiNglthe
rating shou.ld not, expect to find in them a reflection at statisticaktaetors alone, since
they axe an appraisal of long termrisks, Including the recegnitiup atmany non-statistical
factors.

Tttouglfratings may tie  ̀used bY the baNkiNg ndthorities to"clasSif9 bonds in their bank
eotamtnation procedure, Mo0gy'sa Ratings are.rtot made with these bank regutatigns;in .

a bong tor bantc Inveslmentpuyposes is rpt Indicated by Moodwso Ratings. .

.Moody's@ 'Ratings represent the mature opinion of.M00dy'sb Investors Service, lftC:,~
as to the relative investrnenrclassitication bf bonds. As such; they should be used in
conjunction "Wuh the description* and 'statistics appearing in Mo9dy'so Manuals.
Fteferenoe shout be made tolthese'statements for information regarcUng thelssuer.
Moody's® Ratings are mt commercial Icredit ratings. Rh No case is default or
receivership to be litputed unless exprésstysostated in the Manual . .
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MOODY'S® SHOFIT-TERM DEBT RATINGS

".Ana. iétFeJ'sn=a<wl\ia\ .mmedha mbeahtn.um ,
em|4 t8¢':tnpayiponts are J . :  byawgul by an ewpliouullgf stable
and Is ==¢=wr~ whys the v.erl°11=»»i11=mIv= 8lgm.8m$ardis us du
daangg as.. vw-b9 vbuahed.are..4nn§.-urulllcglysto knpak the fundinlitlidly stung
p°gai¢n af.pJa1 issues. . f ..Moody'sg9 short-term debt ratings are opinions of the ability 01 issuers to repay

punctually senior debt obligations. These obligations have an original maturity not
exceeding one year, unless explicitly need.

Moody's® employs the following three designations, all judged to be investment
grade, to indicate the relallve repayment ability of rated issuers:
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- Bonds and .preferred stock which are ralerl A possess many favorable investment

security to principal and interest are considered adequate, but elements maytie present
w.his suggest a susceptibility to impairment some time in the future.

Bonds and preferred stock which are rated Baa are considered as medium-grade
"(i.e., poorly- secdied)..'lnterest

payments and principal security appear adequate forth present but certain protective

time, Such bonds lack outstanding 'iNvestment characteristics and in tact have
speculative eheraderisrics..as Well. ~¢. - .

and preferred stock W hich are rated Ba'ere ridged ro have speculative
elementSptheir rurueeannor tie corisideredhswell-asSured. Often the protection al

.safeguarded during both good and bad times over the future. Uncertainty d position
characterizes bonds .in this class.

,.t .. t . -Te _.
iBoties and pretense stock which are rated genefally lack characteristics d the

desirable trlvésfmerrf Assurance Of interest and principal payments or d maintenance
d Other tenm§=ot'the:contra'cl »OVer any long pertédfot time may be small, -

atfnhules and are to be cons\dea'ed es upper medzunm-gra& ob(lgAt1ons Favors gnvlng
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interest and principal payments may be very moderate, and \hereby"not well

whldl
.in a he. d=9!»==. sum !ss=¢°=a.=ne DMI in _defer-JH or.-havg other Med

• '

Bombs and"pfeferred stndc which are ra1ed.Caa are M poor srandmg
may be In delauit or there may
or .inietesL.

-Eonds and pfelened stock which are rated Ca represent~obligalionsvwhich are.

A

not be as large as In Ala securities 6i"fluhfilallon at prdléélive elements
elements presale which make the
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Money Market Funds and Bond Fundsqatea .Ala are.iudged to be of aninyestment
qua§ily similar to Aaa¢rated fixe.d in¢;ome.obI§gations, that is, they are iu.dged to be of.lhe
best quality. .. .. . . ...
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|' attn _ wPQrtrayed .
Matrix

In
8€P Corporate Ratio

The electric, gas, and water utility ratings ranking lists published today by Standard BC Poor's U.S. Utilities 86

Infrastructure Ratings practice are categorized under the business risk/financial risk matrix used by the Corporate

Ratings group.This is designed to present our ring conclusions in a dear and standardized manner across all

corporate sectors.Incorporating utility ratings into a shared framework to communicate the fundamental credit

analysis of a company furthers the goals of transparency and cornpaability in the ratings process. Table 1 shows the

Table 1

Financial Risk Pro6le

Excellent

Strong

Satisfactory

Business Risk Profile Minimal Modes! Intermediate Aggressive Highlylevefaged

A BBB BB

BBB

88+

Vu\nelab\e

BBB+

888,

B+

The utilities rating methodology remains unchanged, and the use of the corporate risk matrix has not resulted in any

changes to ratings or outlooks. The same five factors that we analyzed to produce a business risk score in the

familiar 10-point scale are used in determining whether a utility possesses an "Excellent," "Strong," "Satisfactory

Weak," or "Vulnerable" business risk profile

Regulation

Markets

O per actions

Competitiveness, and

Management

Regulated utilities and holding companies that are utility-focused virtually always fall in the upper range

("Excellent" or "Strong") of business risk profiles. The deaning characteristics of most utilities--a legally defined

service territory generally free of significant competition, the provision of an essential or near-essential service, and

the presence of regulators that have an abiding interest in supporting a healthy utility financial profile--underpin the

business risk profiles of the electric, gas, and water utilities

As die matrix concisely illustrates, the business risk profile loosely determines the level of financial risk appropriate

for any given rating. Financial risk is analyzed both qualitatively and quantitatively, mainly with financial ratios and

other metrics that are calculated after various analytical adjustments are performed on financial statements prepared

under GAAR Financial risk is assessed for utilities using, in part, the indicative ratio ranges in table 2

Standard 86 Poor's Ratingsb erect 1 Nuvem ber30, 2007
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U..S'.Utilities Ratings Analysis Now Portrayed In The Sdv'P Corporate Ratings Matrix

Table 2

(F lay adjusted, historically demonstrated, and expected to consistently continue)

Cash flow Debt leverage

(FFo/dcbt} (%) (FFORnterest) (x) (Total debVcapital) (%)

t

Mgdggl

Intermediate

Aggressive

Highly leveraged Below 15 2.5 Ur less Over 50

The indicative ranges for utilities differ somewhat from the guidelines used for their unregulated counterparts
because of several factors that distinguish the financial policy and profile of regulated entities. Utilities tend to
finance with long-maturity capital and fixed rates. Financial performance is typically more uniform over time
avoiding the volatility of unregulated industrial entities. Also, utilities fare comparatively well in many of the

less-quantitative aspects .of financial risk. Financial flexibility is generally quite robust, given good access to capital

ample short-term liquidity, and the like. Utilities that exhibit such favorable credit characteristics will often see
ratings based on the more aecormnodative end of the indicative ratio ranges, especially when the company's business
risk profile is solidly within its category, Conversely, a utility that follows an atypical financial policy or manages its

balance sheet less conservatively, or falls along the lower end of its business risk designation, would have to
demonstrate an ability to achieve financial metrics along the more stringent end of the ratio ranges to reach a given

rating

Note that even after we assign a company a business risk and finandai risk, the committee does not arrive by rote at

a rating based on the matrix. The matrix is a guide--it is not intended to convey precision in the ratings process or

reduce the decision to plotting intersections on a graph. Many small positives and negatives that affect credit quality
can lead a committee to a different conclusion than what iS indicated in the matrix. Most outcomes will fall within

one notch on either side of the indicated rating. Larger exceptions for utilities would typically involve the influence
of relatedunregdated entities or extraordinary disruptions Io the regulatory environment

We will use the matrix, the ranking list, and individual company reports to communicate the relative position of a
company within its business risk peer group and the other factors that produce the ratings

www.standardandpools.com/ratingsdirect 3
Standard & Pool's AH nghls reserved No repnmor dxssernlnauon wnhuJ1S&Fsparmss»on See Tams d Use/Dlsdarmer on \he last page 888518¥I='J§}l!\589l8
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The rating evaluation of an electric, gas or water utility considers the
qualitative and quantitative risks associated with the company's
business and corporate structure in combination with the company's
financial strength and liquidity. The financial assessment emphasizes
cash flow financial measures rather than equity or gamings-based
ratios. The analytical focus is on the adequacy of the utility's cash flow
relative w fixed charges, debt obligations and capital expenditures as
well as its capital structure, liquidity and profitability
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The assessment of operating and business risks is an important element
i n determining rat ings .  This  analys is  i s  car r ied out using both
quantitative and qualitative methods. Qualitative factors with the most
s igni f i cant elec t on companies in the ut i l i t ies  sector  inc lude an
evaluation of the regulatory and pol i tical environment in which the
uti l i ty operates, inc luding such faders as pr ice-sett ing and east
reccwery mechanisms, transparency and predictability of the regulatory
regime, exposure to competi t ion arts  die nature of the customer
franchise. In addition, Fitch's operational and business evaluation
considers the degree to which the util ity bears financial exposure to
variations in commodity costs and in die case of network businesses
the responsibility for reliable supply. The business risk profile is also
influenced by factors such as customer demographics, the type and
qual i ty of assets, operating performance, t insel  mix, exposure to
hydrological risks and management's szmegy arid capability. Each of
diesel factors will affect the predictability or volatility of a utility's cash

I-'it¢:h's Approach to Rating Compditivr.:
Generators, My 24, 2007
Post-Maintenance Interest Coverage
Ratios for UK Utilities, Feb. 28, 2007
Equity Gedit for Hybrid Md Other
Capital Secure°ties, Sept. 27, 2006.
Operating Lewes* Updated Implications
for fesses Credit. Dec. 20. 2006
Evaluating Liquidity in the P'o»wer and
Gas S¢d0r, Scpl I. 2005
Cash Flow Mewnc in Conaofale
Analysis, Oct. IZ, 2005

The assessment of updating risk also Includes a review of the
historical volatility of operating cash flow, when available, compared
to the liistoricd trend of similar companies. Fitch analysts review past
cash flow trends to assess how the volatility or stability has been
affected by the aforementioned fundamental factors. The assessment
incorporates analytical judgment about how fundamental factors may
affect the company's ligature operating cash flow

July so. 2oo1
www.1ild\rstlngs.com



Attachment 5
Page 2 of 13

ATTACHMENT DEB-3
Page 2 of 13

Fitch Ratings Corporate Finance

I
I

Another important step in the racing process is an
assessment of the utility's legal and corporate
structure. Fitdl's analysis focuses on the extent to
which the utllity's rating is aided by the financial
support of a parent, sovereign or subsovereign entity,
insulated from other group members through ring-
fencing mechanisms or burdened by the weak
condition of its parent, subsidiaries or affiliates. This
assessment can either raise or lower the rating that
would otherwise result from the analysis of an
entity's Stand-alone iinaneial condition and business
risk position.

C om m od i t y r r t eom r 1 r 1 \1 t  R i s k

Same util ities are exposed to significant commodity
pr ice r isks, whi le others have access to hedging
mechanisms, such as the abi l i ty to pas duotrgh to
consumers changes in html or purchased power' costs or
in the case of some distribution/retail companies, the
actual cost of supplying electricity or natural gas. 'Uris is
a major variable in comparing the risk of electric and
Gs uti l i ties. W hen commodity costs am rising, the
li'equarey of fuel adjustments is particularly important.
Utilities insulated ham market price exposure will be
ask m carry more kvcralgc at a partiarlar credit rating
level than those aqaosed to market price risk. However,
in a high or rising commodity cost environment, even
utilities that are able to recover commodity costs firm
aid-use customers are so&ect to lrigrer working capital
requirement associated with regulatory lag, depressed
customer demand and lncrealaed bad debt enperrse,
which may not be teccrverable in rates. Finally, utilities
typical ly col lec t revenues in local  currency, and
anerging market utilities can be exposed to currency
dewaluadon if they lralve fixcd costs ordebt in nonlocal
currency.

Because regulated utilities typically enjoy more
stable and predictable cm Hows than industries that
a n highly competitive, cyclical or with less
predictable demand, utilities in favorable negulatbry
and legal jurisdictions have the ability to support
increased leverage and enjoy higher ratings than
industrial companies with similar financial metrics.
Regulated utilities in developed nations generally
merit issuer delisult ratings (IDS) in the investment-
grade categories, typically ranging from 'AA-' to
'BBB-', buttlrere is no glow norm.

l Rllulatld Utility Qullltatlvi Rlsk
Acton

While regulated utilities generally have more stable
and predictable cash flows than companies in many
other industries. it would be A mistake to view all
regulated utilities as identically low-risk businesses.

A number of credit cbncems exist for regulated
utilities, including:

i
I

i
I
I
1

•

Regulatory lick
Among the largest risks of ngulsted utilities are
unfavorable regulatory policy and unpredictable
regulatory outcomes (lack of "transparency" in the
regulatory process). If the jurisdiction's me-seulng
climate is oonfiseatory or capricious, a utility cannot
uproot its assets and move to a more attractive
jurisdiction. A utility may be obliged to meet levels
of service quality or specific investment levels that
exceed the utility's financial capability or ability to
attract capital. In mature markets, if the goal of the
regulatory authority is to reduce end-user prices,
utility tarit¥s may be ratclteted downward to die point
that no tixrther economies can be wows out of the
expense base and profit margins and financial
protection measure are eroded as a result.
Disallowing prudently incurred costs would muse
similarly unfavorable results.

Credit Rating Gulddlnes for Regulated Utlllty Companies

° w - u n s  l l i k
For electric utilities, the threat ofapmlonged unplmmned
outage of a key operating facility is a significant credit
risk. If an electric garaating unit is out of scwice for an
errtarded period, replacemmt power costs could be
significant, particularly during pay heating or cooling
seasons. In the case of large coal- or nu¢1¢=ar-fueled
base-1oad genaazlng \lli¥s. an outage could drive up
rcgional powerprim, exnoaharingthe liidlercostof

replacement power. Evi l  for  a company wi t  l x an
afflictive fuel-adjusunent mechanism, wsvlawfv lag can
strain l iquidity rind/or regulators may disallow cost
recoveryi ftheoutageisdccrnedtobavehamtheresul t
d'imprudent behavior on the part of the operator. Base-
load generat ing uni ts  that repnseM a s igni f icant
ooncallrution of a oomrpany's asset base pose the
grunt risk. Extensive damage no a transmission or

distribution network relaid to a storm or disaster may
ds result In temporruy stress. The exposure is greatat
for  therura l  or rem otepar tsof  anetwork sys tc rn,
particularly those in mountainous train that is dillioult
to acres. Even if negulaoots permit east recovery, some
negulaltory lag is l ikely. To a lesser extent, syn en
damage is dm an issue for natural gas utilities, most
notably in storm or flood-prone regions. DepaIding on
the negWzlmory regime, water  ut i l i t i es  may face
hydrological risks both in terms of the availability and
Ar lee of  bulk water  pruc l tased and volume r i sk
associated with lower demand if water usage rstriotiuns
are required 'm times ofdrought.

2
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Sornpotltlon, Dbsoloseonee and
Technology Rbk
In many jurisdictions, network utilities are granted an
exclrmive monopoly lianehise to serve all needs of
consumers within a geographical footprint. In some
cases, corrsumas may have the option to switch their
service to a competitor. Even where a utility holds an
exclusive Emrdrise to serve consumers, a substitute
energy supply may compare directly (for example,
natural gas delivered by pipes in competition with
bottled gas, oil, kerosene or electricity). The more
essential the service is to consumers and the less
subject it is to competition, the more stable and
seourc the utility's business profit becomes

company, with other subsidiaries engaged in a variety
of businesses. In other cases, the utility is a parent
with subsidiaries or divisions cngagd in competitive
and ncnregulated businesses. Fitch's analysis focuses
on the men to which the utility's rating is sided by
the financial support of a parent or burdened by the
weak condition of its parent, subsidiaries or affiliates

Although not an immediate Cancun, long-llerm ctedir
ratings of electric utility should consider the exposure
over  the l ong tam  to technology r i sk.  Potent i a l
competitors for electric service include on-si te
industrial generation, generation of electricity Using
microturbines or fix cl  cel ls, on-sl tc solar or wind
production of energy, or installation of more energy
efticiem appliances or htausuiu processes. in mos:
areas, s igni ficarl  bypass of the wired distr ibution
network i s  not  cur rent l y commerc ia l l y feasible
addtough som e law technologies  are becom ing
economically competitive In remote areas and under
special circumstances. Customers will have a heater
economic motivation an invert in new equipment or
ahanaae energy supplies if the regulated milty tariff is
uneconomlcdly high (e.g., a tariff :her incorporates
high competitive transition charges, cross-subsidies to
another class of cusmomas or subsidies for social
welfare costs, such as universal service)

Among the important considerations is the went to
which a utility's access to capital may be dmnaged by

financial dillicultia of a parent or alNliate and/or
whether the utility is dependent on the parent for
equity to support capital expenditures. The analysis
also considers whether the corporate parent relics oh
utility dividends to support other regulated or
unregulated subsidiary operations. In cases that Fitch
determines there is a significant business with
financial or  legal interdependence, the rating
differential between a utility Ind its parent or a utility
and its subsidiary is likely to be limited. If financing
occurs at the parent for all entities, or where
significant cross-subsidies bdweai the utility and its
aftillates occurs, consolidated rating is likely

Morgue and Aequlsltlons
There an numerous examples of consolidation
mergers that resulted in more efficient companies
with stronger opiating expertise and financial and
capital resources. Conversely, consolidation often
creates new credit risks, such as management
disiractiort, difficulty in achieving expected
synergies, inflamed acquisition prices Md increased
inaneid leverage, unfavorable treatment by

regulators and the credit risk of combination with a
tinancidly weaker company

The legal analysis considers national laws that vary
am ong count r i es  and Mm e the extent  to  whi ch
parents  may be had respons ible for  the debt  of
subsidiaries or circumstances in which subsidiaries
are respons ib l e  for  the l i ab i l i t i es  o f  a  pra t t  o r
affi l iate. Publ ic sewiee enti ties may be subject to
normal credit rights and bankruptcy laws, as is the
case in Me United States, or exempt from forcetosune
or normal creditor remedies. In some jurisdictions,
such as the UK. the government may have the right to
impose a special  administrator, whose pr inc ipal
respons ibi l i t ies  may be more c losely al igned to
ensuring continuity of supply rather than ensuring
maximum recovery for credi tors. Fi tch considers
these legal and structural issues to determine to what
degree a ut i l i ty's  rat ing is  atfeeted by the credi t
quality of its parent or stiiliate

l Groot Rating Crkorla for utllniu

Co1p¢n | 1 | | 8 h ' u ¢ 1 u -
The corporate structure of a utility can have a
signiticarrt effete on credit ratings. In some eases, the
utility may be a subsidiary of a parent hading

Statutes, regulatory laws or rems of the utility
concession may restrict translations between a utility
and its oorporue parent (or subsidiaries or affiliates),
limit the maximum amount of debt permitted to be
owed by the utility and control the amount of
dlvidards and distributions firm the utility. Similar
restrictions may be contained in bond indentures or
bank credit agreematts. Rules of this type are add to
"ring fence" the utility and support the utility's credit
quality. If sufficiently aria, these constraints may
insulate the utility 5'om the direct effect of the lower
credit rating of its parent or attiliatcs

cream Rltlng Guidelines for Regumsd Utility Companies
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Fitch's review of a regulated utility includes
consideration of the tariff setting process established
by law or regulatory order and the past record of
regulatory actions, such as the following:

Regulatory Envlronmont
Regulation is a key factor in determining audit
ratings Fm utilities. In evaluating the regulatory
aivironmcnt, Fitch considers the laws that dictaic the
terms and conditions of providing utility service as
well as commonly employed policies and recent
regulatory actions. The review of the regulamosy
environmait is incorporated into the analysis of the
business risk and financial condition of the milty.
Fitch conducts the regulatory assessment on: I

•

A national basis, if utilities are regulated on a

common basis nationally, with a single

methodology that encompasses an utilities, as

seen, for example, i n  th e  UK , Chile and

Argentina.

A statewide basis, if all utilities in a state ale

regulated similarly.

A utility by utility basis, if the regulatory regime

is unique to each utility.

Franchllo or Conenslon Tomas

Under cost-of-service regulation, tariffs are set
by the regulatory body at a level to allow the
utility to recover reasonable expenses and earn a
hair rectum on invested capital.
A variant on cost-of1service tariffs incorporates
incentive mechanisms (somaimes called
"perfonnancmbased rate-making"), permitting
the utility to retain a portion or all of its' cost
savings within a fixed band, wltilc the balance of
any cost savings is passed on to consumers in
lower prices.
Under price up regulation, a maximum price is
set for each individual utility. Utilities with the
ability to keep expenses low or expand Wes can
enhance their profit and retain any additional
revenues until the next price reset. However, if
theprieeeapissetverylowtoeuptunedlthe
expected future productivity improvements,
some utilities may steven be able to am a
reasonable return on investment. Under the UK
model (also common in Australia), the price cap
is set for five years with a onetime price
adjustment at the beginning of this period. The
tariff automatically adjusts annually thereafter by
an inflation invar plus or minus a given factor
("x" thctor). The Initial price and the "x" iiwtor
are a function of the expected change in cost
base of the utility (including assumed
efficiencies) and the required return on and of
capital over the period.

Typically, :regulated utilities serve customers
pursuant to a franchise or concession, which may be
exclusive or nonexclusive. In the case of a
nonexclusive franchise, it is important to review the
conditions under whit a competing provider may
offer service. For example, in Chile, the regulatory
authority may grant permission to a second
distribution utility to build litcilities Md extend
service to new customers upon demonstrating that It
is in the public interest and would be more efiidcnt
br the electric system as a whole. In plaice, this
usually affects only service expansion to remote
communities near the boundaries of two udlhies'
franchise areas. Of greater credit concern is a
situation wheredual facilltks oompae.

;

i
I

A concision or franchise may be limited to a feed
term or exist in perpetuity, absent evidence of poor
service quality. If there is a limit to the tum of the
fiandtisc, it is important to consider that in the debt
structure and credit evaluations.

In an 'increasing number of jurisdiaions, retail
franchises arc being opened up to Mn or partial
campetitlon. The pace at' dewgulzuion and the
company's counpetidve position will determine
whether the process hasa mazerlal impactonthc cash
flows of the business.

l rlcl  Si tting

Whatever medlanisms an used for setting prices, the
most important element in assessing regulatory
climate within a particular jurisdiction is the extent to
which regulators so prices at levels that allow
utilities a reasonable opportunity to recover costs in a
timely manner and cam a return on capital
investment consistent with the level of risk. To the
extent that a performance-based naternaking or price
cap program provides the utility an incentive for
efficient operation, Fitch views that as a positive
factor. Furthermore, credit quality is enhanced if the
tariff for each type of customer reflects the true
economic costs of providing service and one set of
cuaomers is not subsidizing others. When cross-
subsidies exist among customer classes, customers
with uneconomically high tariffs will have an
economic incentive to reduce consumption, self-
generate or seek alternate energy sources.

Credit Rating Guldollnas for Regulated Utilliy Campania;
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Among the tariff-setting practices that can affect the
adequacy of price levels and are considered important
by Fitch are the expected returns on capital relative to
the industry average and the keel of risk, the abi l i ty
to pass through fllcl and purchased power and other
operating costs (sec Commodity Price Exposure
section on page 6), and the timing and adequacy of
cash recovery of invested capital.

system of their local utility for the foreseeable future,
competition has been imroduoed for some traditional
distribution utility functions, such as retailing,
metering, bill°mg and energy services.

Tariff design, which can afllect a utility/'s cash flow,
is also considered. The tariff may be structured with a
greater or smaller proportion variable w the volume
of energy consumption or, in me cases, as a flat fee
insensitive to the amount of energy consumed, If a
high proport ion of  the tarif f  is t ied to energy
consumption, the utility's cash How may be highly
sensitive to fluctuations in weather (for household
and small business customers) and industrial activity
(for manufacturers and extractive Industries).

At some point, policy changes or future technology
developments may lead no the migration of customers
away from the wired distribution of electricity or
distribution of nanrml gas over a public rework,
which could create a new round of stranded costs
relating Ia utility asses. Whether regulatory price-
setting would or could keep utilities economically
whole in do lice of a long, slow decline in sales due
to competition from other Iirels or self-generation is
open to question.

In mature markets, the volume of consumption and
number of customers connected to the system will be
relatively stable over time. However, in developing
markets , moderate and cons is tent growth In per
capita consumption and the customer base may Karl
to material volume growth. in such cases, a higher
volume-rc lated component in the tar i f f  m i t igates
some of the r isk of higher than expected demand
leading w greater infrastructure investment
requirements. conversely. explosive growth i n

demand for  service may produce soar ing capi tal
expenditure nequiranents that surpass the available
cash flow. However, economic crises can shrink the
volume of  consumpt ion,  wi th a severe et ta on a
volume-sensitive tariff

Service Ina Dialog-phles
A regulated utility has a substantial, immovable fixed
investment tied to a specific region and dedicated to
sewing a population of current auto potential
customers. Therefore, it is Important to analyze the
potential customer base and penetration of electric
and gas service within it as well as population density
and trends in the per capita usage of electricity and
natural gas by consumers. Additionally, population
trends, such as growth rates, migration and new
housing starts, are indicators of the vitality of a
consumer base. Also important an wealth indices,
principally reflect as per capita and disposable
income and employment and unemployment mes,
since these factors affect consumers' ability to pay
for utility service and the willingness of regulators to
permit tariff increases. Trends in wealth indexes are
prewired by studying such odors u new business
formation, job creation and tire health of the regional
industrial economy.

I
l
I

|
I

i
I
I

potent ia l  for  Regulatory change
The find step in the regulatory assessment process is
an evaluation of mc potential for future sum°ry or
regulatory changes. Sometimes public policy
provide a safety net, protecting investors in utilities
by providing compensation to utilities for
invesunents determined uneconotnical by any change
in the rules. However, invmors have at times been
exposed to investment losses when the regulatory
model changed without adequate compensation for
investors who had invested in good faith based on the
earlier framework.

Consumers of electricity and natural gas may include
households, small-contnnrcid businesses, very large
office buildings, retail establishments, hospitals,
small manufacturers, agriculture and irrigation, or
large manufacturers and exp-ae-tive industries. Each
customer category exhibits a dilfaent demanil profile
(seasonality of demand, pinter of' consumption
during the day or WM, saxsitivity to business and
industrial cycles, and sensitivity to weather).
Consumption trends by category of elastomer over
time are a part of tltc business review. This includes
the analysis of the share of total unit volume sales per
customer category, the shone of sales' revenues
relating to each customer category, and the average
realized price or gross margin per arstomcr in each
category.

In many developed nations, the outlook of individual
util i ties could change as a. result of continuing
adjustments in the industry struchlme. While there is a
high degree of confidence that electric or gas
consumers will remain connected to the distribution

Clad!! Rnlng Guidellnes for Regulated Ull*y Campania;
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In some cases, a subsenntial portion of the utility's
sales depends on a handful of extremely large
customers. For example, in a region whose major
industry is primary metal mining, mill ing and
smelting operations, a downturn in commodity prices
could result in the closure of a facility, affecting the
utility's silo to the industrial operation as well as
eliminating jobs and reducing the ability o f
household consumers and small businesses to ailbrd

electric, gas and water service. Therefore, utllities
with a more diverse customer hash (i.e., without large
customer concentration in a single business or
industry) tend to have more stable and predictable
cash Hows over time and typically enjoy higher credit

supply regime fits into the utility's overall strategic
plan and whether the utility sullicienlly managed
upside opportunities and downside risks. It' the utility
is mandated to supply all consumption as a default
provider or provider of last resort, the analysis
focuses on detcmining whether the utility is
reasonably assured of cost recovery and held
halmlcss for actions, such as hedging activities, taken
in good faith

For integrated electric utilities that generate dl or a
substantial portion of the power reds of consumers
Fitch's credit analysis considers the tied diversity and
adequacy of the company's gaiemting resources. The
analytical focus is on the exposure to any paniallar
tinsel (see Commodity Prlce Exposure section), an
extended outage of a large generating facility and the
need for incremental generating capacity. Lame new
capacity requirements can drive fixture lizhding reds.

In some regions, consumers may have greater
opportunities to install self-generation or switch to
competing Nrcls, thus eliminating their consumption
of ekctdclty or natural gas distributed ova the
shared network. In addition, if another utility serves
the region or a nearby region, the legal possibility
and economic incentives for customers to seek
service from the other utility (risk of bypass) must be
considered. In the case of utilities with nonexclusive
lianchises, this analysis becomes even more
important

Cnmmodlty Irlel llqaosun
Exposureto the east of power or commodity supply
may be mitigated by

:nun Supply
In the case of electric and gas distribution systems
Fitclrs credit analysis considers the availability of a
reliable power or commodity supply

Adjustment mechanisms that allow the utility to
adjust its tariff periodically to match the cost of
supplying power or natural gas
Ownership or control of generation capacity
Power or commodity supply contracts with
reliable coumrpanlcs in volumes mnehing
customers' expected demand (Le., physical

Options, fumes or other derivatives (Le
financial price risk management contracts), if
available

I

For gas distributors, the availability of a continuing
source of natural gas is a paramount concern. This
involves a study of proven and probable reserves at'
natural gas in the relevant supply areas, exploration
and drilling activity, and producers' success in
finding new reserves w replace consumption, gas
pipeline access and sources of gas imports. Supply
can be disrupted when imports are reduced or
blocked due to changes in national policies or
international disputes, for example. For some balearic
distribution utilities, the diversity or stability of
pow supply and the access to and reliability of
sutticlent pevwer transmission is of great importance.

ironically, eva though each of these mitigating
strategies reduces overall risk, additional risk may
arise. For example, control and operation of power
generation expose the utility to operating risk and
ongoing capital spending requirements for fume
environmental compliance, while power and
commodity supply contraes entail counterparty Md
settlement risk, and the utility may be exposed if the
actual level of stoma demand is lower or higher
than the eontraded supply

Equality important is the degree to which the
distributor is financially expose to commodity
supply costs. The analysis also considers the
exposure to third-pany energy suppliers that may
default on their supply commitments under adverse
circumstances. If a utility undertakes a voluntary
competitive supply business, Fitch evaluates how the

In each we. Fhdm amllyles the utility's HMV
mpmnibniuum¢¢njumi¢nwiuln\=h=4p1\¢°nsu
millwlliwl s\llieg3r.lf aut|1lty hasnsignit1|:au1t
unhedged enmmodfty price exposuln Cr the hedging
nhwegyhluuduceumellnlnltilllewld'rid¢,Fldwl!I
iuaease the cash flow l=°v==u= Illini nquimd and

•

ClidliRatlng Guidnilrlas forRegulated ow Companies
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reduce the amount of debt leverage that the utility can
support relinive to a utility without similar exposure.

uti l i ty has no control . Factors such as population
density, number Md diversi ty of customers saved,
geographic location and regulatory pol icies in the
jurisdiction may skew efticiericy measures and mist
be  oons i de i ed  wM as s es s i ng  the  e f f i c i enc y o f
distribution operations. For example, a utility sewing a
dispersed customer base in a meal ihrming region is
likely to have a higher average total cost of distribution
service than another utility serving a densely populated
metropolitan area. The higher most of service for die
turd low-density utility will reiioct the greater number
of  d l s t r i budon thc i l i t i es  needed to  serve fewer
customers per mile and is not necessarily
representative ofineiiiciem operations.

Oponting liflcloncy
Cost and quality of service is a meaningful indicaiou' of
business eflectivaiess and credit quality. If the utility
his below-avemge reliability, it may be subject to
financial penalties or a reduced allowed ream.
Furthermore. major customers may be motivated by
pawn outages or variations in voltage and the quality of
network-distributed power to install on-site generation
facilities Ind cease business with the Iota! utility. In
some jurisdidcns, failure to meet specified service
quality standards can result in penalties °r. in the
extreme, the loss of the Franchise or concession, or the
f=s\»lwufv body many grant permission fa an adjacent
utilitytoofIlersen¢icetothatutility'scusu:mexs.

Very eflectlve utilities have efficient billing systems and
high collection rates. However, for utilities 'm emerging
markets, the abllfty to bill and eollea revenues may be
underlined by lilctors, such as uniivniable legulaloty
policies and customers' economic stress, as well as by
internal liactors, including inadequate information
systems and weak management conlmls. For eleatic
utilities, the diflieuenee between the amount of wav
pnnzhased or produced and the m own b i l l ed  to
consumers is generally studied and broken down into
technical losses (relating to physical chaluciuisics) Md
nontedzuical losses (theN of setvlce and inadequate
billing ecnllbls.)

When utilities are subject to price cap or incentive
rate-setting, a utility that can increase elticiency and
reduce unit costs will be able to am or exceed the
regulatory ream. Low-cost operations can also be
helplirl for utilities subject to cost-of-service
regulation by reducing the necessity for rate
increases. An efficient operator with lawn tariffs will
also face Ices resistance to rate increaser and be better
able to mitigate technological and bypass risks
(customers will have less economic lneeutive to
install new types of equipment or bypass the utility)
m well as customer loss (industrial customers will
have less incentive to relocate to another region with
lower rates).

The condition of the utility's Hssets is also considered
In the opefadons review. Fitch does not conduct
engineering evaluations, but evaluations performed
by independent engineering consultants may be a
faenor 'm init ial  ming rev iews. Typically,  the
condition of fixed asses and information systems Is
revealed by the network's performance on a day~to-
day basis and manifested in the operating efficiency,
service quality and outage statistics.

|

I
I

T o m eas ure  the  eh i e i enc y o f  a  power  u t i l i t y' s
production facilities, Fitch considers the capacity and
availability factors of its power generating facilities.
Capacity and availability factors that meet or exceed
the i ndus t ry average are i nd i cat i ve o f  e f t l dent
operations Utility power producers that are unable to
achieve the industry norm are likely to incur higher
purchased power and operating costs that may not be
recoverable from me payers. Thermal efflclencydxeat
rate, product ion mosts  ( fuel  plus  operat ing and
maintenance expense) per unit of output and revenue
per uni t  of output are also used as measures of
operating ¢M¢i¢ngy_

The quality and efficiency measures used to evnkuate a
power or gas dktriblnion operation include measurer
of the frequency and duration of outages and the time
to :More service affa' outages. Losses in tumsmission
and distribrnion arc also an efficiency measure,
although these are when influenced by geographical
factors or the nature of the network ova which the

Ma n a g e m e n t  a n d  S t r a t e g y
The primary focus of a utility's management should
be provid ing the appropr iate level  of  cus tomer
service and service quality. Management must ensure
that profit or cost-cutting motives are balanced with
the need to deliver service at a level of quality that
comfortably exceeds the requinemcnts o f  t h e
regulatory body or terms of the util ity's franchise or
concession. Management must also ensure that
cusuomas' service expectations arc met. The utility
bus iness is  character ized by a high rel iance on
favorable relat ions  wi th regulatory ent i t ies  and
pol i tical  authori ties, which is the responsMli¢y of
sailor management. If a \Util ity's managers are not
viewed by the regulatory body as  c redib le and

Credli Rating Gulddines for Regulaisd Utility Companies
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tmstwonhy or me considered cavalier about the
standards of service, there can be signifxcam adverse
wnsequenccs and financial effects.

review or regulatory rem, lower industrial sales, higher
opaatlng eos vs or other rides specific to the utility's
maul"°*y environment and business.

If the utility is involved in the generation business,
has energy supply responsibility or is a retailer, Fitch
reviews the management information systems and
control procedures used to measure and manage
exposures to commodity price risk, counterparty risk
and embedded options 'm commercial contracts.
Senior managers and directors should have a hall
understanding of the business risks and receive
frequent reports on potential exposures.

Sapl ta l  Stvuetun and F lnanela l  l = l ¢xtb111¢y
l - l i tch's  evaluat ion of a ut i l i ty's  capi tal  s truc ture

considers the type and amount of the util ity's equity
and debt in the context of  the t 'nanc id f lexibi l i ty
needs to balance the uti l i ty's operating cult flows,
capital investment requirements, and possible and
probable contingencies. Fitch also assesses debt type
(secured or  unsecured) ,  matur i ty schedule and
exposure to floating rate or foreign eunency debt or
retindncing risk. T ile debt maturity schedule should
be suftlciently staggered so that the uti l i ty wi l l  not
face the new to relinanee substantial amounts of debt
at a time what market conditions may be unfavorable
or the uti l i ty's access to the bank market or capital
market is constrained. If a significant amour of debt
is  denominated in a foreign curraacy, the ut i l i ty
should have a reasonable means of obtaining the
foreign currency to pay interest and principal, and the
analysis wi l l  incorporate stress cases testing the
abi l i ty to cover  obl igat ions  despi te unfavorable
exchange rates. .

If the utility is involved in merger and consolidation
activities or diversification into nonregulatcd
business activities and these activities Interfere with
the primary mission or undermine the utility's
financial well-being, the utility's ratings may be
aflleeted. Fitch assess management's goals and
business plan to delerminc whether the plan is well-
suited to the utility's skills and resources. Also, the
utility's strategic direction is analyzed as to its
probable effect on the utility's risk profile and
financial credit quality measures.

F l n l n c l a l  l u o u r e -

\

After considering the qualitative and opiating
differences among utility companies, ratings an
limiter distinguished by fmartcid resources and
performance. In evaluating the relative tlnancial
health of utility companies, Fitch focuses on the
adequacy of cash flow to cover prqiected fixed costs
and debt obligations under normal and stress
circumstances. In Fitch's view, cash flow~bued
analysis provides the most accurate assessment of an
issuer's ability to hind its business operations and
meet debt service. Fitch ascribes greater importance
to cash flow measures than to other more traditional
earnings and capital structure indicators that play a
secondary role in the rating analysis,

Flnanelal Ratio Analysls
The fmsmsz analysis focuser on cash flow interest
and lived-charge coverage, leverage, liquidity and
profitability. Fitch's financial analysis is cash flow-
oriented but also incorporates traditional accrue
accounting measures. Ratio calculations typically
exclude items that Fitch deems as nonrecurring, such
as ossa impalrmmts. restructuring charges, and gains
and losses on assn sales. Adjustments are do made
for securMmtion Md operating lease transactions.

The cash How analysis relies on funds How from
operations (FPO) and, to a lesser extent, earnings
before interest, taxes, depreciation and amortization
(EBITDA) as the primary indicators of a company's
ability to generate funds from ongoing operations to
service debt Md fixed charger. Each measure is
compared to interest, t'lxed charges and total debt to
assess a company's leverage and interest protection.

In assessing credit qual i ty measures, histotid and
futrrretremdsaremoreirnportantthanaspedlic ratioata
given point 'm time. A review of historical flnandial
measures is used to gauge the volatility or stability of
the utility's cash flow and debt--service coverage ratios
in past stress drcumstnnces (e.g., extreme weamha, tariff
changes or economic recession). Then, Fitch reviews
management's projections and constructs stress
scenarios to test whdrer the entity's financial health
would be materially impaired by a variety of advise
events, such as two or dorree years of unfavorable
weather conditions, an adverse ruling in the raM rate

FFO (u adjusted by Fitch) is derived from the
consolidated statement of cash sow and is consider
a more precise measure of the cash available to
serv ice debt, but the data needed may not be
available in dl jurisdictions. EBITDA is derived

tim figures on the income statement and is a rough
but useful approximation of cash flow. Fitch adjusts

Credit Rating Guidelines fur Regulated fumy Companies
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EBITDA and FFO by adding back mal expanse or
similar payments to form EBITDAR or FFO plus

Llqllldliy
Fitch expects a utility company to have sufficient
liquidity to meet its normal business activities as well
as cover adverse stress events. The liquidity analysis
begins with a base case forecast of the company's
expected FFO less its working capital needs. capital
expenditure and dividends. The residual he cash
New or cash flow deficiency is matched against debt
maturities to assess the sufficiency of internal cash
sources to meet ongoing operating and financial
obligations. The be case also considers the likely
cash needs arising Mm contingent liabilities, such as
guarantees and obligations of noncumsolidilmed
affiliates important to the company's cone business

Fitch relies on sevcrd coverage ratios to assess a
company's ability to meet its interest and fixed
charge obligations: FPO interest coverage, FFO
fixed-charge coverage, EBITDA interest coverage
EBITDAR fixed-charge coverage, and for utilities
regulated on a UK-style basis post-mdntenance
interest charge coverage, which is FFO coverage
including a deduction for capital maintenance in the
numerator (For additional details on post
maintenance interest covauge, please nM to Fitch's
report "Post-Malintenance Interest Coverage Ratios
for UK Utilities" dated Fcb. pa, 2007.) Fixed charge
coverage ratios include rental expense (bod: interest
and principal aruontizntion) in the numerator and
denominator (For additional information, place refer
to Fitch reports "Operating Leases' Updated
implications for Lessees Credit" dated Dee. 20, 2006
and "Cash Flow Measure in Corporate Analysis
dated Oct. 12, 2005). Interest expense is calculated
before any audit (reduction) for capitalized interest
and/or allowance for borrowed funds used during
construction. EBITDA excludes nonrecurring
nonoperating income

Fitdi generally assumes that all cash on hand and
available borrowing capacity under audit facilities
may be used to cover cash deficits, subject to
adjust»tmenu base on Flt4:h's evaluation of the
company's ability to renew expiring credit facilities
or meet conditions precedent to bonunving
Secondly funding sources, including asset sales
equity and debt issuance, and parent capital
contributions as well as planned cash used, such as
equity iqnuchases or additional debt repayment, are
also considered

Fitch's primary leverage measures an the ratios of
FFo-to-debt (or deb:-to-FFO), debt-so-EBITDA
debt-to-EBITDAR and for UK-style regulatory
regimes debt-to-regulatory asset value (RAV). In
each case, debt is adjusted to reflect deb! equivalents
and/or alt'-balance-shea debt. Traditional balance-
sheet measures of gross debt-to-capitalization and net
debt-taequity (swims ratio) are also considered but
given less weighting. These measures rely on the
book value of equity, which is subject to variations in
applications of accounting standards and may be less
meaningful indicators of financial leverage

Alter evaluating the company's base case liquidity
strength, Fitda considers additional stress case
conditions that could tlrrther strain a utility's cash
position, given its individual circumstances. The two
broad categories of stress events are operational

events and events relating to trading and marketing
activities. The selected sues: events have a
reasonable probability. but not expectation. of
occurring and the actual occurrence would result in a
sigaiticant Alain on cash liquidity

Profitability is also an important financial mature
To attract capital and remain financially viable
utilities must opiate profitably over the long tern
Profitability is measured by return on average
common equity, operating margin and return on

Operational stresses include but are not limited to a
prolonged unplanned outage at key operating
facilities, severe price movements for an unhedged
fuel need and the failure of a fuel or pcwa supplier
to make delivery or repair cons from a hurricane or
serious storm. Adverse results in a pending
inveszigatlon or lawsuit are ds considered as a
potenllad operational stress

Financial flexibility is more qualitative and is based
on Fitch's assessment of capital market access,
availability of bank facilities and a review of
marketable ume. Fitch else assesses debt type
(secured or unsecured), maturity schedule and
expcaxre to floating-rate debt or refinancingrisk.

For companies that trade energy commodities Fitch
considers the collateral requirements related to
adverse market price movements and changes In
credit ratings (for additional details on stress cases
please refer to Fitch's report, "Evaluating Liquidity
in the Power and Gas Sector" dated sept. l, 2005)

CredK RainaGulduNnes for Ruguhted utility Campanlos
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Available liquidity for the guess analysis is limited u>
unrestricted cash and funds available under oommittd
bank credit facilities. The expected loss related to the
advesc saws scenario should be covered by the
avililabiiity at least 1.0 times. In determining the
adequacy of a utility's cash flow under stress
conditions, Fitch recognizes that the company has me
flexibility to lower its dlvidclld paym¢u1s. P¥'°j¢¢ted
shape buybacks and discretionary capital expenditures.
Fitch assumes that in a stress scenario a company will
draw on its bank lines to fund the liquidity needs, and
will add the draw to the company's debt and reduce
EBITDA for any anticipated earnings elect of the
events.

methodology. Power plant tolling agreements are ds
capitalized using the present value approach. If the
lessor is a special-purpose entity (SPE), the mire SPE
is consolidated into the lessee. In each instance, an
interest component is calculated and added to interest
expense for the calculation of adjusted financial ratios.
When using the plesmt value approach, the discount
rate is multiplied times the implied lease principal.
Whctl using a multiple of lease rental payments the
entire rental payment is treated interest expense. For
more information, see Fitch's Criteria report,
"Operating Leases: Updated Implications for Laws'
Credit,"dated Dec. 20. 2006.

Risk Asn-morN and Guldollno ¢r¢dlt
Rltlos

Nanneour- Debt Obllgatlous
Nonrecourse debt obligations are evaluated in terms
of strategic relevance of the asset or business unit and
the level of financial separation. If deemed norene
by Fitch, the debt can be reconsolidated. Wbcn a unit
is determined to be of credit and debt is
deconsolldated, all income and dividends an also
excluded firm financial projections.

Fitch analysts use benchmark credit ratios and
comparisons with peer companies to compare utilities
and related companies in the utilities sector. The
benchmarks may differ in various jurisdictions and
between different types of utilities. The benchmarks
presume that companies with progressively higher
variability of operating cash flow (higher business
risk) have progressively lower debt capacity.

Corpora Guaranto- .
Guaxanteed debt of no consolidated entities is
consolidated. With nespeet to performance
guarantees, Fitch's analysts forecast whether there is
any expected liability and if so, may consolidate the
expected amour.

A quantitative approach is limited in some
jurisdictions by the lack of sufficient damn. For a
company with no prim operating history, the
experience of peer companies may provide a usetirl
proxy, but in some markets undergoing restructuring,
reliable peers may not be rrvnilabie. It should be
noted that the same benchmarks cannot be applied
directly to utilities in ditthrent nations or under
different ownership situations. Qrrrcncy and
economic volatility and political risks vary tim one
nation to another and require edjusunarts in the
standards, as do differences in tax eireurnstances,
transparency of the regulatory regime, ownership
structures (e.g., municiprd, cooperative or state
ownership) or implicit governmental support.

l FlnanclaI Adlustmonts

i Bib! lqulvnlonh
Fitch calculates a debt equivalent for certain oh
balance-sluxland other debt-like obligations. The debt
equivalent is calculated using the unsent value of the
nernainilg rental obligation or a multiple of lease rental
payments (commonly 8 times). For material lease
obligations, the present value approach is the preferred

nybtla Securiti-
Fitch gives equity credit to certain hybrid securities
that are neither common stock Mr ordinary debt. The
equity credit consists of five class : l00%, 75%,
50%, 25% and 0%. The proportion of equity credit is
influenced by the convertibility or jtulior ranking, the
imeresl/dividend deferral mechanism, the effective
maturity and the absence of investor protections, such
as covenants and cross defaults. In adjusting tinartcial
leverage Md capital ratios Fitch uses the adjusted
equity and debt derived firm appropriate equity
credit attributed to each hybrid security. Interest
coverage is calculated in two altematc ways: with all
interest or dividends included in the calculation of
interest and fixed chinrges and with dl deferrable
dividends or interest eliminated. Fitch expects that
70% or more of the entity's equity capiUd will be in
the form of common equity securities, since hybrid
securities are most equity-like when the issuer is in
distress but offer less support when the mtity's
financial condition is merely weakening. For
addltiond information on Fitclt's treatment of hybrid
secudties, please refer to the special report, "Equity

cnmn Rallng Guhidlneu for Regulated Why Campania:
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The electric, gas, and water utility ratings ranking lisls published today by Standard & Poor's u.s. Utllltles a Infrastructure
Ratlngs pnactlce are categorized under the business rlsldflnanclal risk matrix used by the Corporate Ratings group. Tels is
designed to present our rating conclusions In a clear and standardized manner across all corporate sectors. Incorporating
utility ratings into a shared framework to communicate the fundamental credit analysis of a company furthers the goals of
transparency and comparability In the ratings pluoess. Table 1 shows the matrix

Tabla 1

Business Risk/Flnanclll Risk

Flea nclal lllk Frank

luslnus Ink priMa Mlnlmll moaner: Innrmdlah Aggruslvc Highly lunngd

Excellent A

Strong

Satisfactory B8B+ BBB

asa- BB4-

Vulnerable

The utilities rating methodology remains unchanged, and the use of the corporate risk matrix has not resulted In any
changes an ratings or outlooks. The same five factors that we anded to produce a business risk score In the farnl\iar 10-
point scale are used In determining whether a utility possesses an "Excelled," "Strong," "Satisfactory," "Weak," or
Vulnerable" business risk profile

l  Regulat ion

l  Ma r ke t s

I Operat ions

• Compel'ltiveness,and
• Management

Regulated utilities and holding companies that are utility-focused virtually always fall In the upper range ('*Excellent" or
Strong") of business risk profiles. The defining characteristics of most utilities--a legally defined servlcc territory generally

free of significant competition, the provision of an essential or near-essentlal sewlce, and the presence of regulators that
have an abiding Interest in supporting a healthy utility flnandal profile-~underpln the business risk profiles ef the electric
gas, and watter brumes

As the matrix concisely illustrates. Ute business ask profile loosely determines the levelof financial risk appropriate far any
given rating. Financial risk Is analyzed both qualltatlvdy and quantitatively, mainly with flnandal ratios and other metrics
that are calculated after various analytical adjustments are performed on financialstatements prepared underGAAP

https://www.ratingsdirect.com/Apps/RD/controller/Artic1e?id=616365&type=&outputTyp... 2/18/2008
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Financial risk is assessed for utilities using, in part, the Indicative ratio ranges In table 2.

and oxpuhd to eonllatontly continue)

Debt lovuragc

(Tool dlht lapltal)  (%)

Table z

Financial Risk Indicative Ratios - U.S. Utilltles

(Fully adjusted, hauarlully demonstrated,

. Cash flow

(FFoldlllt )  (%) (FRO/lrt ln lt )  (x)

40 - 60

25 . 45

10 Q 30

Below 15

Modest

IntermedIate

Aggressive

Highly leveraged

4.0 - 6.0

3.0 - 4.5

2.0 . 3.5

z.5 or less

25-40
35-50
45-50
Over50

The indicative ranges for utilit ies differ somewhat from the guidelines used for their unregulated counterparts because of
several factors that distinguish the hnanclal policy and profile of regulated erlt llt les. Utilit ies am to finance with long~
maturity capital and f ixed rates. Financial perllonnanoe Is typically more uniform over time, avoiding the volatility of
unregulated industrial entldes. Also, utilit ies fare comparatively well in many of the l5s~quantltatlve aspects of f inancial
risk. Flnanclal f lexibility Is generally qulbe robust, given good access to capital, ample short-term liquidity, and the like.
Utilit ies that exhibit such favorable a'edlt diaracterlst lcs will ten see ratings based on the more aecommodatlve end of the
indicative ratio ranges, especially when the company's business ask prollle Is solidly within Lu category. Conversely, a utility
that follows an atypical f lnandal policy or manages its balance sheet less conservatively, or falls along the lower end of its
business risk designation, would have w demonstrate an ability to achieve f lnandal merla along me more stringent end of
the rat io ranges to reach a given rat ing.

Note that even after we assign a company a busyness risk and llnanclal risk, the committee does not arrive by rote at a
rating based on the matrix. The matrix Is a guide--it Is not Intended no convey precision In the ratings process or reduce the
decision to plotting intersections on a graph. Many small positives and negatives that affect credit quality can lead a
committee to a different conclusion than what Is indicated in the matrix. Most outcomes vvlll fall within one notch on either
side of the indicated rating. Barger exceptions for utilit ies would typically involve the Influence of related unregulated
entit les or extraordinary disruptions In the regulatory environment.

We will use the matrix, the ranking list, and individual company reports to communicate the relative position of a company
within its business risk peer group and the other factors that produce the ratings.

Anawdc serves provided by Standard & Pods Ratings Services (Ratings Sewlces) are the result of separate actlvldes designed Ka
preserve the independence and oblectlvlty of ratings opinions. The credit ratings and observations contained herein are solely statements .
of opinion and not statements of fact or recommendations to purchase, hold, or sell any securities or make any other Investment
decisions. Acdordlngly, any user of the information contained herein should not rely on any credit ratlnq or other opinion contained herein
in maklna any lnveshvrent decision. Ratings are based on information reeelved by Ratings Sarvlces. Other divisions of standard a Poor's
may have Inlurmatbn that is not available no Ratings Services. Standard a Poor's has established parries and procedures to malntahr me
conhdentlallty of non-publlc information received during the ratings process.

Ratings Services receives compensation for Its ratings. Such compensation is normally paid either by the Issuers of such securities or third
names pamcipatmg In marketa the seourlttes. wale Standnni A poor's reserves the right to disseminate the rang, It necelves no
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Key Indicators

Arizona Public Service Company
ACTUALS

(CFO Pre-W/C + Interest) / Interest Expense [1][2]

(CFO PreW/C) I Debt [2]

(CFO Pre-W/C - Dividends) l Debt [2]

(CFO Pre-W/C - Dividends) lCapex [2]

Debt I Book Capitalization

EBITA Margin

1Q08 LTM

4.4x

19.6%

14.1%

56.0%

45.9%

21.1%

2001

4.2x

18.3%

14.0°/u
58.7%

45.9%

22.6%

2006

4.4x

19.0%

14.5%

79.0%

48.0%

23.9%

2005

3.6x

14.5%

9.7%

53.1%

47.5%

20.9%

[1] CFO pre-W/C, which is also referred to as FFO in the Global Regulated Electric Utilities Rating Methodology. is
equal to net cash flow from operations less net changes in working capital items [2] Changes in risk management
and trading assets and liabilities are excluded from CFO Pre-w/C

Note: For definitions of Moodyis most common ratio terms please see the accompanying _L;ser's Guide.

Opinion
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Page 1 of e

http://moodys.com/moodys/cust/research/MDCdocs/30/2002900000427135 .asp?doc_id=20029000004271 8/1/2008



Arizona Public Service Company
Attachment 6
Page 2 of 6

Arizona Public Sewioe (APS: Baa2 senior unsecured, stable) is a vertically integrated electric utility that provides
electric service to most of the state of Arizona with the major exceptions of about one-half of the Phoenix
metropolitan area and the Tucson metropolitan area. APS is the primary subsidiary of Pinnacle West Capital
Corporation (Pinnacle: Baan senior unsecured, stable), a holding company that through its other subsidiaries sells
energy related products and services and develops residential and commercial real estate

Recent Events

On July 25, 2008 Moody's revised the outlooks for APS and Pinnacle to stable from negative. The revision in
outlook was a result of the companies' stable financial performance and also reflects our opinion of Aps' improved
prospects for more timely recovery of certain costs than had historically been the case. Our view is based on
recent regulatory decisions involving recovery mechanisms for the cost of fuel and purchased power and
transmission as well as recovery mechanisms for certain growth related mosts. The outlook revision also
recognized Aps' demonstrated intent to attempt to minimize regulatory lag by filing for additional rate relief as soon
as practicable

Regulatory Amivity

Approval of Line Extension Fees

In February 2008 the ArizonaCorporation Commission (ACC) approved an amendment to Aps' line extension
schedule whicheliminated certain free footage allowances and permitted APS to collect, on a current basis, costs
relating to line eMersions, which are estimated to be approximately $3,500 - $5,000 per new meter set (pre-tax)
Moody's views the incremental (after-tax) cash flow resulting from these fees as recurring, and we have adjusted
our credit metrics to reflect them as operating cash flows

General Rate Case Filing

In June 2008, APS filed for a $278.2 million net rate increase (approximately 8.5% from existing customers)
comprised of a $284.3 million non-fuel related increase and a $13.9 million net fuel-related increase. APS has
proposed to collect up to $53 million of the increase specifically from new customers. The fuel increase request is
net of approximately $170 million currently being collected in APS rates through its power supply adjustor (PSA)
mechanism. Aps' June filing is based on a test year ended December 2001. The request has been accepted by
ACC Staff. A procedural schedule has been proposed with hearings inApril 2009 and a decision expected in the
latter part of 2009

Request for Interim Increase

Also in June 2008, APS filed a request for an interimbase rate increase of $003987 per kph to become effective
upon the expiration of the $003987 per kph power supply adjustor surcharge currently in Aps' rates. APS
estimates the current surcharge will remain in effect throughJuly. A procedural schedule has been set for this
request, with hearings scheduled for September 2008 with a decision anticipated shortly thereafter

Palo Verde

In February 2007, Nuclear Regulatory Commission (NRC) placed Palo Verde Unit 3 (PVU3), into the
multiple/repetitive degraded cornerstone" column of the NRC's action matrix, which has resulted in an enhanced

inspection regimen and some increased operating costs for APS as it seeks to improve its processes at all three
Palo Verde units. In February 2008, the NRC issued its revised conlinmatory action letter, and as required, on
March 31, 2008, APS submitted its revised improvement plan. The NRC will continue to provide increased
oversight at Palo Verde until the facility has demonstrated sustained performance improvement. APS anticipates
that this process will continue into 2009

while operating performance at Palo Verde has improved, capacity factors continue to be impacted by planned
outages (including a steam generator replacement in 2007) that have been extended by additional inspections. In
2007, the plant's average capacity factor was 79.0% versus 70.7% in 2006 and 77.4% in 2005. For the first quarter
of 2008. the nuclear capacity factor was 939

Rating Rationale

The Baa2 rating for the senior unsecured obligations of APS reflects the stability of its regulated cash flows, the
economic strength of its service territory, its regulatory environment, cash flow credit metrics that are appropriate APS13051

Page 2 of 6

http://moodys.com/moodys/cust/research/MDCdocs/30/2002900000427135.asp'?doc_id=2002900000427l... 8/1/2008



Arizona Public Service Company
Attachment 6
Page 3 of 6

for the rating, and its position as a subsidiary of Pinnacle. The rating and outlook consider the traditionally
challenging regulatory environment in Arizona, but also contemplates recent ACC decisions and regulatory
activities that appear intended to reduce regulatory lag and provide more timely recovery of certain costs

Given Aps' current significant capital expenditure program, the company will require continued, timely regulatory
support to maintain credit metrics that are appropriate for its rating. The stable outlook assumes APS will be
reasonably successful in managing its regulatory relationships Rh an objective of achieving more timely recovery
and an opportunity to earn a fair return. The rating also incorporates an expectation that APS will maintain a
balanced approach with regards to financing its capital expenditures with a goal of maintaining or improving its
current level of financial strength

The most important drivers of the rating and outlook are as follows

Regulatory Environment

Almost all of Aps' operations are regulated which is generally viewed as positive for credit quality as regulated
cash flows tend to be more stable and predictable than those of unregulated companies. This key factor is
tempered somewhat by the historically challenging regulatory environment in Arizona, which Moody's ranks as
below average for U.S. regulatory jurisdictions in terms of supportiveness or predictability and stability of regulated
cash flows

Aps' operations are regulated by the Acc, an elected commission that has tended to render its decisions after
prolonged consideration. Although regulatory lag remains a significant concern, recent decisions with regards to
mostsfor fuel and purchased power and transmission, and certain growth related expenditures should reduce the
time to recover some of these items

General Regulatory Lag

Aps' rate case activity is illustrative of an environment where there has tended to be below average assurance of
timely recovery of costs and the ability to am a reasonable return on investment. Ape' 2003 rate case was not
concluded until April 2005, and the increase received was less than half of the amount requested, the significant
delay and relatively modest allowed increase resulted in the need for APS to quickly file another rate se in
January 2006

Aps' January 2006 rate case was decided somewhat more quickly with a decision rendered in June 2007 wherein
the utility received approximately three quarters of its requested increase, however, the allowed increase was
almost entirely related to increased costs for fuel and purchased power. Of the $120 million requested for non-fuel
items, only $7 million was approved. As a result, APS filed another general rate case as soon as practicable
based on a test yearending September 2007. APS subsequently agreed with ACC Staff to re-file its rate increase
request based on a test year-ending December 2007. Given the amount of time generally required to decide rate
cases in Arizona, Moody's estimates that new rates will not be implemented until the latter part of 2009

Reduced Regulatory Lag for Certain Items

The ACC's June 2007 decision included a significantly improved mechanism for the recovery of fuel and
purchased power costs, incorporating a forward estimate of fuel costs in addition to the continued recovery of past
deferrals. Fuel and purchased power costs have been among APS' most volatile operating expenses and Moody's
views the ACC's recent approach to this problem as supportive of the utility's credit profile. However, we note that
APS fuel recovery factor remains subject to an annual cap, potentially delaying recoveries beyond a oneyear true
up period, and subject to a 90/10 sharing mechanism wherein 10% of costs are not able to be recovered

In June 2008, APS requested an interim base rate increase that would take effect upon expiration in July 2008 of a
surcharge being collected under the fuel clause adjustment mechanism. The request could potentially allow base
rate cost recovery, subject to refund, prior to the completion of the next general rate case. This could result in a
measure of rate stability as there could potentially be no immediate incremental increase to customers, and there
would likely ultimately be a smaller base rate increase. Since the ACC and interested parties needed more time to
consider this request, a decision is now expected late September to mid October. If implemented new rates could
be in place November 1 when lower winter rates go into effect, thereby allowing some degree of rate stability
Moody's notes that the Acc has granted interim increases in the recent past. Moody's views mechanisms
designed to reduce the time required to recover a utility's costs, such as the requested interim base rate increase a
positive for credit quality

In its June 2007order. the ACC requested that APS propose mechanisms that could potentially allow growth to APS13051
Page a of 6
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pay for itself, rather than being paid by the current customer base. In February 2008, the ACC approved an
amendment to Aps' line extension schedule that should provide an almost immediate recovery of the cost of
certain growth related capital investment reducing the amount of external financing needed to support these
expenditures. Moody's views this revision as positive for credit, virtually eliminating the normal regulatory lag that
would otherwise be associated with seeking recovery of these expenditures

In its 2005 order, the ACC authorized a transmission tracking adjustment (TCA) mechanism designed to allow
retail transmission charges to track those authorized by the FERC. The TCA was initially implemented in March
2008, and timely adjusted following an automatic adjustment in FERC transmission rates in June 2008

Service Territory Growth Slowing

Growth in Aps' service territory has slowed significantly below the 4-5% level experienced in 2005 and 2006. In
2007, customer growth was approximately 3%. for the first quarter of 2008 customer growth slowed to 2% and is
not expected to return to historical heights over the near-to-medium term. Although, a growing customer base can
provide a source of increased revenue, assuming timely recovery of increased growth related investment and
increased costs for fuel and purchased power, it also has resulted in a continuing need for capital investment and
regulatory relief. The stable outlook assumes APS will continue to take a balanced approach with regards to the
funding of its capital expenditures. Moody's also believes a sustained period of slower growth could potentially
temper APS need for capital investment which could reduce its financing requirements

Financial Metrics

In 2004 and 2005, Aps' key financial metrics reflected the feet that it had been unable to recover fully increased
costs for fuel, purchased power and capital spending on a timely basis. For example, the ratio of cash from
operations prior to changes in current assets and liabilities (CFO proC) I debt (incorporating Moody's standard
analytic adjustments) dropped into the mid-teens. Financial metrics improved in 2006 and 2007 with CFO pre
WC /debt moving to the upper-teens as fuel recovery improved. These metrics are now toward the middleton
upper end of the 13% to 25% range identified in Moody's Rating Methodology for Global Electric Utilities for Baa
rated entities on a stand-alone basis within the medium risk category. Cash flow credit metrics are expected to
remain in that range over the near-to»medium term reflecting more timely cost recovery of certain items and
assuming capital expenditures are financed in a manner that is also supportive of APS current financial strength
and flexibility. In general, Moody's would look for APS to have financial metrics that are somewhat stronger than
comparably rated utility operating companies that operate in regulatory environments that have historically been
more supportive of credit quality

Subsidiary ofPinnacle West

Pinnacle, APS' parent company, conducts a modest amount of non-regulated activities including power marketing
and trading, sales of energy related products and services, and residential and commercial real estate
development through subsidiaries including SunCor Development Company (real estate). However, for the past
several years almost all of Pinnacle's cash from operations has been generated by Aps. Over the near-to-medium
tem, Pinnacle's non-regulated businesses, are not expected to meaningfully contribute to, or detract from
consolidated cash flows. Although residential real estate sales slowed considerably in 2006, 2007 and continuing
into 2008, Pinnacle's joint venture strategy with other developers, combined with its successfully completed asset
sales program (implemented 2003-2005) has significantly reduced its exposure to this volatile sector. The parent
company also maintains a modest amount of leverage with holding company debt at less than 10% of consolidated

Liquldity Profile

Aps' Prime-2 short-term rating for commercial paper reflects the relatively stable and predictable cash flow
provided by its regulated electric utility operations

For the year ended December 2007, Aps' cash flow from operations of approximately $765 million covered
approximately 72% of its outlays, including capital expenditures of approximately $900 million and dividends to
Pinnacle of $170 million. The shortfall was funded via a combination of internal and externalsources of cash
including $218 million of short term debt proceeds, approximately $40 million of equity contributions from Pinnacle
and cash on hand

For the next several years, Aps' capital expenditures are expected to be in the range of $1.0 billion per year
primarily to expand Aps' transmission and distribution network to meet growing customer needs, but also to
upgrade its existing utility properties and for other environmental purposes. Funding for these increased capital APS13051
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expenditures is expected to be provided via a combination of internal and external sources of cash, including
operating cash sow, equity contributions ham Pinnacle and long and short term debt financing

Over the last several years, APS has paid dividends to Pinnacle of $170 million per year. Moody's expects APS
dividends are likely to remain near this level in 2008 and over the medium term

Aps' pattern of cash flow is seasonal as the peak of electric demand occurs during the summer months due to
high air conditioning load that exists in its service territory. As a result, the bulk of its commercial paper borrowings
typically occur in the second and third quarters of each year. As of March 31, 2008, APS had $90 million of
commercial paper and $100 of short-term debt outstanding under its revolving credit facility

APS has historically maintained a very modest level of cash on its balance sheet, as of March 31. 2008, APS had
reported cash and cash equivalents of approximately $8 million

Aps' commercial paper program is sized at $250 million and is currently supported by two committed lines of credit
totaling $900 million, a $400 million line that expires in December 2010 and a $500 million line that expires in
September 2011. As of March 31, 2008, APS had approximately $100 million of borrowings under its credit
facilities. Overall availability under these credit facilities was $796 million, of which $90 million was back-stopping
commercial paper outstanding. Both credit agreements have one financial covenant that requires the ratio of debt
to total capitalization not to exceed 65%. As of March 31, 2008, Aps' debt to total capitalization ratio, calculated in
accordance with the edit documents, was approximately 47%. The credit agreements do not require a Material
Adverse Change (MAC) representation for revolver borrowings. No rating triggers exist in any APS credit facilities
though interest costs may increase under various financing agreements if a downgrade occurs. APS nearest long
term debt maturity is $400 million of unsecured notes due in 2011. In 2010, APS must replace letters of credit
supporting approximately $200 million of variable rate pollution control bonds

APS' Prime-2 rating for its short term obligations assumes that the company will manage the amount of
commercial paper and other near term obligations outstanding within the limits of its readily available sources of
cash, including its committed bank credit facilities

Rating Outlook

The stable outlook reflects the nature of APS' predominately regulated washHows and Moody's view that its
improved cash flow financialmetrics are likely tobe sustainable. The outlook assumes APS' willbe reasonably
successful in managing its regulatory relationships and that capital expenditures will be financed in a balanced
manner with a goal of maintaining or improving APS current position of financial strength

What Could Change the Rating - Up

APS' rating is not likely to be revised upward in the near~to-medium term. Longer tem, if there is an increase in
supportive regulatory treatment resulting in material, timely rate increases, or if there are material reductions in
costs or leverage such that Moody's would anticipate key financial ratios improving significantly from their current
levels. if for example, a ratio of CFO pre -WC / debt could be maintained in the mid twenty percent range

What Could Change the Rating - Down

A downgrade could result if Palo Verde experiences an extended outage and APS is unable to recover, in a timely
manner, higher maintenance and purchased power costs, or if APS' regulatory lag for capital spending becomes
more pronounced. A downgrade could result if Moody's experts a sustained weakening of financial metrics, if for
example, the ratio of CFO pre -we / debt would remain in the mid-teens for an extended period

Rating Factors

Arizona public Service Company

62000
Select Key Ratios for Global Regulated Electric

utilities

I APS13051
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CFO greW/C to Interest (x)[1 ] >5 <2.5 <2

CFO prewIC to Debt (%) [1 ]

CFOgreW/C - Dividends to Debt (%) [1 }

Total Debt to BookCapitalization (%)

>3O

>25

<40

3.5.6.0 3.0- 2.7-5.0 2-4.0
5.7

>22 22-30 12-22 13-25 5-13

>20 1a-25 9-20 8-20 3-10

<50 40-60 50-70 50-70 60-75

<13

<10

>60

<5

<3

>70

[1] CFO pre-W/C, which is also referred to as FFO in the Global Regulated Electric Utilities Rating Methodology, is
equal to net cash flow from operations less net changes in working capital items
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Rating Action

25 JUL2008

Rating Action: Arizona Public Service Company

Moody's revises outlook of Pinnacle West and Arizona Publlc Service to stable

Approximately $3 bllllon of debt securities affected

New York, July 25, 2008 - Moody's InvestorsService changedthe ratingoutlooks of Pinnacle West Capital
Corporation (Pinnacle, Baan senior unsecured)and its subsidiaries, Arizona PublicServiceCompany(Aps,
Baa2 senior unsecured)and PVNGSII Funding Corp.Inc. (PVNGS ll: Baa2, senior securedlease obligation
bonds) to stable fromnegative.

The stable outlook considers the companies' improving regulatory environment and operating performance
with financial results that are expected to remain consistently within the range expected for integrated utilities
rated Baa. APS has begun to receive more supportive regulatory decisions, including "new connection" fees
allowing faster recovery for new hookups plus a transmission cost adjustor and power supply adjustor which
has limited Aps' exposure to fuel and purchased power fluctuations. in addition, performance at the Palo
Verde nuclear power plant has improved and APS is making progress in identifying and improving the safety
and commune son issues at the plant.

As a result of some improved timing on cost recoveries, Moody's now expects APS and Pinnacle's cash flow
credit metrics to remain at levels comparable to those achieved in 2006 and 2001. This would place the utility
and parent in the mid-to-upper range of ratios for electric utilities with medium business risk according to
Moody's rating methodology for global regulated electric utilities. For the twelve months ended March 31 ,
2008, APS' cash from operations pre-working capital (CFO pre-WC) interest coverage was 4.4x and CFO
pre-WC to debt was 19.6% which was comparable to year-end 2006 and slightly above the 18.3% and 4.2x
metrics registered in 2007. Pinnacle's CFO pre-WC interest coverage of 4.0x and CFO pre-WC to Debt of
17.5% for the twelve months ended March 31, 2008 were modestly below 2006 levels but comparable to
2007 levels where they still remain within the middle of the range for Baa rated electric utilities. We expect
these metrics to remain roughly within this range going forward.

The stable outlookalso is predicatedon an expectation for continued improvementat Palo Verdesuchthat
currentheightened regulatoryscrutiny is reduced to normal levelsover the medium term and thatmore
balanced regulatory relief continues especially giventhat APShas several rate filingscurrently pending.We
also expect Pinnacle tocontinue to finance Ape' capital expenditures in a manner consistent with its
investment-grade rating.

PinnacleWest Capital Corporation,headquartered in Phoenix, Arizona, provideselectricservice to a
substantial portionof the state of Arizona, sells energy~relatedproducts andservices, and develops
residential,commercial and industrial real estate. Pinnacleconductsits business through its subsidiaries.
\Nholly-owned Arizona Public Service Company is its principal subsidiary.
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WilliamL.Hess
Managing Director
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interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special, consequential
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advance of the possibility of such damages, resulting from the use of or inability to use, any such information. The credit ratings

iriancial reporting analysis observations, if any, constituting part of the information contained herein are, and must be
construed solely as, statements of opinion and not statements of fact or recommendations to purchase, sell or hold any
securities. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLFTENESS, MERCHANTABILITY OR
FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY
MOODY'S IN ANY FORM OR MANNER WHATSOEVER. Each rating or other opinion must be weighed solely as one factor in any
investment decision made by or on behalf of any user of the information contained herein, and each such user must accordingly
make its own study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for
each security that it may consider purchasing, holding or selling

MOODY'S hereby discloses that most issuers of debt securities (including corporate and municipal bonds, debentures, notes and
commercial paper) and preferred stock rated by MOODY'S have, prior to assignment of any rating, agreed to pay to MOODY'S for
appraisal and rating services rendered by it fees ranging from $1,500 to approximately $2,400,000. Moody's Corporation (MCO)
and its wholly-owned credit rating agency subsidiary, Moody's Investors Service (mis), also maintain policies and procedures to
address the independence of MIS's ratings and rating processes. Information regarding certain affiliations that may exist
between directors of MCO and rated entities, and between entities who hole ratings from MIS and have also publicly reported to
the SEC an ownership interest in MCO of more than 5°/o, is posted annually on Moody's website at www.moodys.com under the
heading 'Shareholder Relations .. Corporate Governance - Director and Shareholder Affiliation Policy
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Arizona Public Service Co

M a j o r  R a t i n g Factors

Sl'1'¢Ilgth$
A favorable power supply adjuster (PSA) that while capped at 4 mils per

kilowatt-hour (kph) is benched to projected power prices, which should

minimize fuel and purchased power deferral balances going forward

Declining legacy deferral balances, reflecting the recovery through

surcharges of past fuel and purchased power costs from retail ratepayers

An attractive service territory, which while currently weakened by a real

estate cycle that is depressing new customer connections, nevertheless is

expected to experience above-average growth over the long run

A balance power supply portfolio that is a mixture of coal, nuclear, and gas

generation and purchases; due to a self-build moratorium in place until

2015, Arizona Public Service (APS) is expected to increasingly rely on

gas-fired purchases, which underlines the imponancc of a strong PSA

Stabilized operations at Palo Verde, although the nuclear units remain under

heightened Nuclear Regulatory Commission (NRC) scrutiny; APS operates

the plant and owns a 29.1% share of the plant; and

A manageable maturity schedule for both the parent and the utility until
2011 when about $578 million is due on a consolidated basis

B88-/Stable/A-3

Weaknesses

The consolidated financial profile of the company is unlikely to meaningfully improve for the foreseeable future

due to APS' heavy capital investment, coupled with a lagged regulatory process in Arizona

Continued tension in the relationship between APS and the Arizona Corporation Commission (ACC), which is

particularly unfavorable for credit quality due to the company's ongoing need for rate relief

APS' re-filing of its 2008 general rate case based on a revised test year is expected to delay rate relief past the

summer of 2009, which will, all else equal, weaken cash flow measures

Consolidated free operating cash flows are expected to be negative through at least 2010, based on the company's

capital spending program; and

SunCor's near-term prospects to make distributions to its parent are limited, due a depressed real estate cycle

which has hit the southwest especially

Rationale
Standard ac Poor's Ratings Services today affirmed the 'BBB-' corporate credit rating assigned to Pinnacle West

Capital Corporation (PWCC) and its utility, Arizona Public Service. The outlook is stable. The consolidated credit

ratings of PWCC primarily reflect the operations of its largest subsidiary, APS, a regulated, electric utility sewing

about 1.1 million customers within its service territory, which spans roughly two-thirds of Arizona and includes

about half of the Phoenix MSA. We view the business profile of PWCC and APS to be 'strong'. While the company

continues to benefit from a number of favorable attributes including a good service territory, a reasonably balanced

Standard ac Poor's Ratingslliract | June 25. 2008
APS13072
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power supply portfolio and a good PSA. However, APS' continues to face significant regulatory challenges.

APS provided the company with about 92% of its consolidated net income in 2007. SunCo1; PWCC's real estate

development company, provided about 4%, but due to the significant zeal estate slowdown in the southwest, it is

unlikely it will be a meaningful contributor of cash flows or income over the next several years. (Prior to the real

estate downturn, our forecasts have conservatively limited earnings from this subsidiary due to the cyclic nature of

its cash flows.) Other subsidiary operations include Pinnacle West Trading and Marketing, which con tributes about

4% of consolidated net income in 2007. This subsidiary has since last year been minimizing trading operations. Its

largest contract was serving all-requirements load for UNS Electric Inc., which ended in May 2008.

We view the financialprofile of PWCC and APS to be 'aggressive', whichreflects: year-end debt to total

capitalization of 57% (adjusted for items such as power purchases andoperating leases); heavy capitalspending that

is expected to drive negative free operatingcash flow for the foreseeable future;cash flow weakness as a functionof

protracted rate cases;and,whilemodest, the presence of unregulated activities, whichcan be unpredictable in their

earnings contributions.

Because the preponderance of cash flows for consolidated operations stems from APS, we expect financial

performance will continue to be heavily dependent on regulatory outcomes. The conclusion of APS' last general rate

case in June 2007 (filed in November 2005 and revised in early 2006) provided the company with mechanisms to

recover legacy deferrals and speed the recovery of fuel costs going forward. This rate relief, in place for the last half

of 2007, assisted the company in maintaining credit metrics roughly in line with past performance. Funds from

operations (FPO) to total debt was about 16% at year-end, with FFO interest coverage around ex. On a trailing

12-month basis the eornpany's performance has been slightly above these levels, due in part to the federal tax

stimulus package approved by the U.S. Congress earlier this year, which is expected to increase deferred taxes

(which are added back to FFO and thus increase this total).

We expect APS to beinmore or less continuous rate case mode for the next few years. Given APS' capital spending

program, forecasted to be about $1 .1 billion annually through 2010, the utility will need to file regular general rate

cases ro manage recovery of its investment. The use of a historical test year in Arizona, coupled with the fact that

fully litigated rate cases rake between 18 ro 24 months to complete, is expected to result in no meaningful

improvement in financial performance through 2009 and possibly beyond, depending on the timing and the

outcome of the company's current case.

APS filed its current rate case in March 2008. ACC staff requested:her the company revise its tiling to reflect a test

year ending Dec. 31, 2007 (as opposed to the originally filedversionbased on a Sept. 30, 2007, rest year).The

revised case has not beenofficially certifiedby the ACC, but certification is expected by July2. Unlike the

company's last rate case, in which $315 millionof the $322 million of rate relief granted was for fuel and

power-related costs, the majority of the current case is for nor fuel expenditures.

While the revised case increased the company's request to $278 million (about an 8.5% increase, excluding the

company's request that customers be assessed about $53 million in impact fees), the re-filing means that is unlikely

the ACC will reach an outcome in the case before October 2009, and because the majority of APS' sales occur in the

summer months, the company's financial performance could weaken in 2009.

This month, the company requested that the ACC allow it to continue to collect a $0.004/kWh charge that it has

been collecting in 2007 to recover legacy purchased power and fuel deferrals. Given that the portion of deferred

www.standardandpoors.comlratingsdirsct
APS13072
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costs associated with this surcharge is due to be paid by July or August, APS has asked that the ACC continue the

charge, but authorize collection as an interim base rate increase, subject to refund as part of the resolution of its rate

case, expected in fall 2009. (Last year, the ACC approved similar relief for Tucson Electric Power in its pending rate

case settlement when Ir granted the southern Arizona utility the opportunity to continue to collect charges related to

a competitive transition charge, or CTC, while its rate case is pending.) While retail customers would essentially see

no rate increase because APS is asking to continue the surcharge as an interim increase, it is unclear what action the

ACC will take. A vote could occur as early as late summer

In 2008, we expect a procedural schedule to be established for the APS rate case, and greater clarity around the

timing of an outcome will be available once this is issued.Of note is that three of the five commissioners are facing

termlimits and will no longer beon the ACC beginning in2009. Commissioners are popularly elected and about a

dozencandidates haveannounced they will run for the Novemberelection. As a result, a majority of the

commissioners presiding now willnot be on the commission when an APS rate case ruling is rendered. What this

means for creditquality isunclear.

APS was successful earlier this year in receiving approval for a change in its line extension policies, which eliminates

the free footage allowance that used to be available for customers. As a result, the portion of the company's capital

expenditures associated with new line extensions will be offset with contributions in aid of construction (CIAC)

This is favorable and year to date ended March 31, 2008, had added about $10 million in incremental cash flows to

the company. Because it is booked under investing activities, cash flow metrics are not improved, but we recognize

the significant benefit of APS receiving upfront cash from customers to meet a portion of its distribution capital

investment plans. Future cash flows from customers in the form of CIAC will depend on the number of new meter

sets, which are significantly off year to date due to the poor real estate market in Arizona and a slowing economy

generally

APS has a well-diversifiedpowersupply portfolio that in 2007 consisted of about 22% nuclear generation, 37%

coal generation, approximately 18% owned gas generation, and the balance, about 23%, of purchases. We would

expect the company's purchased power obligations to steadily climbdueto the fact that APS isunder a self build

moratorium until 2015. APS will also need to meet relatively stringent renewable portfolio standards (RPS).Ithas in

place a surcharge to pass through to customers the costs of RPS compliance

Palo Verde performance has stabilized, and it has a plan in place to address NRC concerns. As of the first quarter of

2008, the combined capacity factors for all three Palo Verde units was 93% as compared with 79% for 2007

(which reflects in part an extended planned outage to replace steam generators at unit 3) and 71% in 2006 which

largely reflects unplanned outages at unit 1 related to excessive vibration that occurred when that unit exited its

extended outage for refueling and replacement of steam generators. Palo Verde Unit 3 remains in the NRC's

multiple/repetitive degraded cornerstone" column of the NRC's Action matrix, which subjects all three Palo Verde

units to enhanced NRC inspection regime. Preliminary work in support of this took place throughout the summer of

2007. In February, the NRC issued its inspection report, which determined the plant was operating safely but which

also outlined an improvement plan for APS. in late March, APS in turn submitted to the NRC a final improvement

plant addressing issues raised in the NRC inspection report. While the nuclear units appear to be on a path to

improve operational performance and restore NRC confidence in the operational and safety standards at the plant

this will remain an area of concern until the NRC removes it degraded designation

APS13072
Page 4 of 9 4Standard acPoor's Ratingsbirect | June 25, 2008
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Short-term audit factors

APS and PWCC's short-term rating is 'A-3'. Liquidity is adequate.Pinnacle West has $18 million of cash and cash

equivalents, and totalcredit facilities of nearly $1.4billion,withapproximately $943 million available as of March

31, 2008. InOctober 2007, APS receivedapproval from ACC to increase its authorized short-termdebt borrowing

capacity by $500million,and long-term debtborrowingcapacity by $1 billion. This will helpaddress the needs of

its growing customer base, and the increasing requirement for natural gas and purchased power.

Pinnacle West had close to $185 million available underits $300 million unsecured revolving credit facility that

expires in December 2010.APS had $682. million availableunder its two unsecured revolving credit facilities, $400

millionof which expires in December 2010, and $500 million in September 2011. SucCor has two credit facilities

expiring in October and December 2008 that total $170million and approximately $76million,respectively

available as of September 2007

Discretionary cash flow is expected to be negative for 2008 due to APS' capital expenditure plans. Excluding the

remarkeding of APS' pollution control debt, neither PWCC nor APS has any significant debt obligations maturing

until 2011

Outlook

The stable outlook reflects our expectation that consolidated cash flow volatility has been tamped down by the

ACC's approval of a stronger PSA that speeds the recovery of fuel costs, but consolidated financial performance will

continue ro be challenged by regulatory lag at APS, which could be moderated by APS' pending interim rate request

The stable outlook is premised on no meaningful adverse changes in the company's business risks and continued

financial performance that is not significantly weaker than 2007 results. Equity issuances will be expected to balance

the capital structure of the company as APS continues to invest heavily in infrastructure. Ratings could be lowered

to speculative grade if the company is not able to overcome the challenge of ensuring timely recovery of its prudently

incurred costs through rate increases approved by the ACC. Given these challenges, and that presented by NRC

scrutiny of Palo Verde, we see little potential for positive movement in the ratings or outlook

Rating Methodology
The ratings on PWCC and its subsidiaries are determined based on Standard 8C Poor's consolidated ratings

methodology. The application of this approach reflects significant financial and operational `mtet-relationships

among the rated entities and captures the relative contribution to business risk and cash flow of the operating

segments. In the absence of meaningful regulatory measures that can restrict the flow of funds within the company,

Standard ac Poor's considers PWCC's consolidated financial profile, while still analyzing the financial profiles of the

standalone entities, to be the best indicator of credit quality of the parent and its subsidiaries, including APS

Accounting

PWCC reports its financial statements in accordance with U.S. GAAR These statements received an unqualified

opinion byPWCC's independent auditor,Deloitte and Touche LLC, in the most recentannual audited period

The company benefits fromthe use of regulatory accounting SFAS 71 (accounting for the effects of certain types of

www.shmdandandpoors.cumlratingsdirac!
APS13072
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regulation), under which some incurred costs or benefits that will probably be recovered or refunded in customer

rates are deferred and recorded as regulatory assets or liabilities. As of Dec. 31, 2007, PWCC's consolidated balance

sheer contained total regulatory assets and total regulatory liabilities of $625 million and $643 million respectively,

reflecting assets expected to be recovered and liabilities expected to be settled in future rates.

We make several adjustments to PWCC's financial statements. In 1986, APS sold about 42% of Palo Verde Unit 2

as part of a sale-leaseback transaction. We treat these obligations as operating leases and in 2007 imputed an

off~balance-sheet obligation of $432.18 million. We also impute $293 million for power purchase obligations in

2007, a number we expect to increase given APS' increasing power purchases. Reported ratios also reflect

adjustments to impure debt for unfunded pension and postretirement benefit obligations of $329.72 million as of the

end of 2007.

Tab!! 1

Industry Secmn Ellcilic
Pinnacle West Capital

Corp. Purr Ensrqy Inc. Avista C¢IP_
BBB-/stable/A-3

Unisource Energy
Corp.

PNM Resaumes
Inc.

Rating as of June 24, zoos BBB~/stable/A-3 BBB-/waich Neg/- -/-/- BB-/Stabl8/8~2

--Average of past three fiscal years--

(Mil. S)

3,3l]4_4

284.1
683]
77B.S

99.2

2.8991

155.1

442.5

725.5

30.1

1,427.9
52.3

186.2
194.5
20.8

1,309.3

57.9

283.6

225.1

113.1

2,154.2

82.B

281.5

339.1

70.4

Revenues

Net income from cunt. aper.

Funds from operations FPO)

Capital expenditures

Cash and short-temm
investments

Debt

Preferred stock

Equity

Debt and equity

4,413.9
0.0

3,358.1
7,786.0

3,343.9
83.5

2,298.5
5,6424

1,368.8

0.0

854.7

2,223.5

1,838.8

0.0

B402

2,479.0

2,684.7

9.6
1 ,s84.5
4,249.3

2.8
3.5

15.5
(81)

2.0
2.9

13.2
(13.4)

1. B

2 . 7

1 3 . 5

L u )

1. 7

2 . 8

15 . 4

2 . 1

1.7
2.7

ro.5
(5.7)

Adjusted ratios

EBITinterestcoverage (xi

FFO inf,cw. (X)

FFo/debt (%i

Discretionary cash flow/debr
(%i

Net sh flow / cape (%)

Total debt/debt plusequity (%}

Betum 0n common equity |%)

Gammondividend payout ratio
(in-adj.) i%)

'Fully adjusted (including postretirement obligations).

62.2

56.8

6.B

15.5

4 6 . 9

58 . 3

7 . 2

50 . 4

8 1 . 0

61 . 6

5 . 7

54 . 7

113.0

74.2

8.3

so.4

5 5 . 2

63 . 2

5 . 4

7 2 . 9
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Tabla z

Industry Sector: Electric

Fiscal year ended Doe. al

BBB-/slible/A_3 BBB-/Stabl8/A-3 BBB-/stable/A-3 BBB/Negative/A-2 BBB/Stable/A-2Rating filmy

(Mil.S)

H8V€RU85

Net income iron continuing operations

Funds from operations (FFO)

Capital expenditures

Cash and short-iam investments

3.4011

4,585.5 4_214_6 4,272.8 4.1203

3.1205 2,510.0

a.218.1 7.s04.7

2,553.7

B,925.5

3.0

Preferred stock

Equity

Debt and equity

Adjusted ratios

EBIT interest coverage (x)

FFO inf. cw lx)

FFo/debt (%l

Discretionary cash flow/debt (%)

Net cash flow/ :apex (%)

Debtldebt and equity (%l

Fletum on common equity (%l

Common dividend payoutratio (in-adj.) (%l

Fully adjusted(inciudinq pastretiremant ohiigatiunsi

(10.11 (12.51

Tahle3

Fiscal yearended Dec.31, 2881

pinnacle Wast Capital Carp. reponsd amounts

Uperaling Operating
income

Dean qbnun D&A) (before MA)

Operating
income

(itel DM)
lntslnt
ex Penn

Gash flow

nperatinns

CiSI'lll¢*l

opeminnl axpandituru
Reported 3,631.5

3297

Standard l Pow's adjuslrnams

Operating leases

Postretiuumerrt benefit
ubiigations

Capitalized interest

Sharebased
compensation

(23.1) (23.1 )

PYJWBI' purchase
agreements

3.0
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Arizona Public Service Co

Table a

65.5

Reclassification of
nnnnpaating income

iexuensesi

Heciassification 01
working-capital cash
flow changes

US decommissioning
fund contributions

{20_7)

Total adjustments 1,054.9

Standard & Pau's ldiustld lmwnts

Uparnting

Debt Wdun D&AI EBIT expense
from

operations
Funds from
operation:

Capital
expenditures

Adjusted

Pinnacle West8418 Corp. reported amounts shown are taken from the company's iinancjat statanents but might include adjustments made bydataproviders or
ralassificadons made by Standaml a Fluor's analysts. Please note that me reported amounts (operating inoorw before D&A and cashflowfrom operations) are used to
derive more than one Standard81 Poor's-adiusted amount (operating income before UM and EBITDA, and cash few from operations Ono nmvs from operations.
respectively). Consequently,thefirst section in some tables may feature duplicate descriptions and arnounte

Arizona Public Seuvico Go

BBB-/stable/A-3CorporateCredit Rating

Commercial Paper

localCurrency

Senior Unsecured

Local Currency

A-3

Carporlte Credit Ratings Ilinory

21-Dec-2805

01-APr-2005

19-Mar.2004

BBB-/Stable/A-3

BBB/stable/A-2

Baa/negazive/A-2

llalalod Entities

Pinnlde West Capital Corp

BBB-/stab\e/A-3Issuer Credit Rating

Conmrercial Paper

Luca/Currency

Senior Unsecured

Local Currency

A-3

WNGS II Funding Corp. Inc.

Issuer Credit Rating

Senior Unsecured

LocalUrmrency

Unless otherwisenoted,all ratings in thisreportare global scale ratings.standards Poor's credit ratings onthe global scale are comparable acrosscountries. Standard
81 Poor'scredit ratingson a national stale ahrelative to obligors of obligations within thatspecific country

BB8-/stable/

Standard 85 Poor's Ratingsbiruct | June 25, 2008
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Issuer Ranking: U.S. Regulated Electric Utilities,
Strongest To Weakest
Publlcation date:
Primary Credit Analyst:

Secondary Credit Analyst:

02-JUn-2008
John W Wh°nlock, New York (1) 212-438-7878;
john whitlock@standardandpoors.com
Todd A Shipman, CFA, New York (1)212-438-76761
Todd shipman@ standardand:>oors.com

The U.S. electric utility industry withstood a turbulent first quarter of 2008. Strong liquidity positions for the
sector as a whole enabled the companies ro deal with the fallout from auction rate securities and insured
deals in a credit-neutral manner. Debt issuance of nearly $10 billion in the quarter benefited from falling
interest rates.

The following lisl contains Standard & Poor's Ratings Services' ratings, outlooks, and business and
financial profiles for companies with a primary regulateljelectricfocus. This list reflects the current ratings
and outlooks as of June 2, 2008. The rankings In each rating/outlook grouping (e.g., BBB+/Stable/-~) are
based on relative business risk. v .-v

A Standard & Poor's rating outlook assesses the potential direction of an issuer's long-term debt rating
over the intermediate to longer term. In determining a rating outlook, consideration is given to any
changes in the economic and/or fundamental business conditions. An outlook is not necessarily a
precursor of a rating change or future CreditWatch action. "Positive" indicates that a rating may be raised,
"negative" means a rating may be lowered, "stable" indicates that ratings are not likely to change, and
"developing" means ratings may be raised or lowered. " .

. 4 .

Utility business profiles can be categorized as "Excellent," "Strong," "Satisfactory,""Weak,"or
"Vulnerable" under the credit ratings methodology applied to all rated corporate entities at Standard &
Poor's. To determine a Senility's business profile, Standard & Poor's analyzes the following qualitative
business or Operating characteristics: markets and service area economy; competitive position; fuel and
power supply, operations; asset concentration; regulation, and management. Issuer credit ratings, shown
as long-term rating/outlook.or CreditWatclVshort-term rating, are local and foreign currency unless
otherwise noted. A dash (-) indicates not rated.

For the related industry report card, please see "Industry Report Card:u.s. Electric Utility Sector
Continues To Benefit From Strong Liquidity Amid Current Credit Crunch," published March 27, 2008.

Download Table

u.s. Regulated Electric Utilities

As of June 2, 2008

Company

Madison Gas & Elect r ic Co.
Corporate credll rating

AA- /s table/A-1 +

Business
profile

E xc el len t

Financial profile

M od es t

-American Transmission Co.

Midwest  Independent
Transmission System Operator
Inc.

A+/Stable/A-1

A+/Stable/-~

Excel lent

Excel lent

Intermediate

Intermediate

\
.1
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NSTAR Elect r i c  Co

NSTAR Gas Co

N S T A R

A+/Stable/A-1

A+/Stable/

A+/Stable/A-1

Excel lent

Excel lent

Excel lent

Intermediate

Intermediate

Intermediate

N s t a b l e / A -1

N s i a b l e / A - 1

Excel lent

Excel lent

Intermediate

Intermediate

Florida Power & Light  Co

KeySpan Energy Del ivery Long
Island

KeySpan Energy Del ivery New A/stable/A-1 Excel lent Intermediate

Northern Natural  Gas Co

Alabama Power Co

Georgia Power Co

Mississippi  Power Co

Gul f  Power Co
San Diego Gas & Elect ric Co.

Wisconsin Publ ic Service Corp.

FPL Group Inc

Southern Co
Central  Hudson Gas a Elect r ic
Corp

unstable/

NSt ab l e / A -1

A/stable/A-1

A/stable/A-1

unstable/

unstable/

A/stable/A-2

n s t 8 n l e f

A/Stable/A-1
unStable/

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent
Excel lent

Intermediate

Intermediate

Intermediate

Intermediate

intermediate

Intermediate

Intermediate

intermediate

intermediate
Intermediate

A-/Stable/ Excel lent Intermediate

A-/stable/A-2

A-/stable/A-2

A-/Stable/A-2

A-/stable/A~2

Excel lent

Excel lent

Excel lent

Excel lent

Intermediate

Intermediate

Intermediate

Intermediate

Cal i fornia Independent  System
Operator Corp

Massachuset ts Elect ric Co

Narraganset t  Elect ric Co

New England Power Co
Consol idated Edison Co.  of  New
York Inc

Orange and Rockland Ut i l i t ies A-/Stable/A-2 Excel lent lantern mediate

A-/Stabiel

A-/stable/A-2

A-/Stable/A-2

A-/Stab\elA-2

Excel lent

Excel lent

Excel lent

Excel lent

Intermediate

Intermediate

Intermediate
Intermediate

Rockland Electric Co

Consol idated Edison inc

Wisconsin Gas LLC

Peoples Gas Light  & Coke Co.
r i f e )
North Shore Gas Co

Peoples Energy Corp

Virginia Electric & Power Co

Duke Energy Indiana inc

A-/stable/

A~/stable/A-2

A-/StablelA-2

A~/Stable/A-2

Excel lent

Excel lent

Excel lent

Excel lent

Intermediate

Intermediate

Aggressive

Intermediate



Attachment 10
Page 3 of 8

A-/Stable/A~2

A-/stable/A-2

A~/stable/--

A-/stable/A-2

A-/stable/--

Excellent

Excellent

Excellent

Excellent

Excellent

Intermediate

Intermediate

Intermediate

Irntemediate

Intermediate

Excellent

Excellent

Intermediate

Intermediate

A-/sta b le/-- Excellent Aggressive

Duke Energy Carolinas LLC

Duke Energy Ohio Inc.

Duke Energy Kentucky Inc.

Wisconsin Electric Power Co.

Northern States Power
Wisconsin

Wisconsin Power 8t Light Co. A-/Stable/A-2

Scouther Indiana Gas & Electric A-/Stable/--
o.

MidAmerican Energy Holdings
Co.
PPL Electric Utilities Corp.

Niagara Mohawk Power Corp.

PacifiCorp

Cinergy Corp.

Duke Energy Corp.

MidAmerican Energy Co.

National Grid USA

Dominion Resources Inc.
lntegrys Energy Group Inc.

A-/stable/A-2

A-/Stable/A~2

A-/stable/A-1
A~/Stable/A-2

A-/Stable/A-2

-A-/Stable/A-1
A-/Stable/A-2

A~/stable/A-2
A-/stable/A-2

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Strong

Aggressive

Aggressive
Aggressive

Intermediate

Intermediate
Aggressive

intermediate

Aggressive

Intermediate

A-/Negative/A-2 Excellent Aggressive

A-/Negative/A-2 Excellent Aggressive

Public Service Co. of North
Carolina Inc.

South Carolina Electric & Gas
Co.

SCANA Corp. A-/Negative/~ Excellent Aggressive

BBB+/Stable/A-2

BBB+/Stable/A~2

BBB+/Stable/A-2

Excellent

Excellent

Excellent

Intermediate

Intermediate

Aggressive

Aggressive

Southern California Edison Co.

Pacific Gas & Electric Co.

Florida Power Corp. d/b/a
Progress Energy Florida Inc.

Carolina Power & Light Co. d/b/a BBB+/Stable/A-2 Excellent
Progress Energy Carolinas Inc.

Public Service Co. of Colorado

Northern States Power Co.

PECO Energy Co.

Southwestern Public Service Co.

interstate Power & Light Co.

Vlhsconsin Energy Corp.

BBB+/Stable/A-2

BBB+/Stable/A~2

BBB+/Stable/A-2

BBB+/Stable/A-2

BBB+/Stable/A-2

BBB+/Stable/A-2

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

r
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Xcel  Energy Inc

Kentucky Ut i l i t ies Co

Louisvi l le Gas & Electric Co

Progress Energy Inc

Al l iant  Energy Corp

E.ON U.S.  LLC

Oklahoma Gas & Elect r ic Co.

Port iand General  Efectric Co

OGE Energy Corp

ALLETE i nc

Montana-Dakota Ut i l i t ies Co

BBB+/Stabie/A-2

BBB+/Stab!e/A-2

BBB+/stable/ --

BBB+/s tab le /A-2

BBB+/Stable/A-2

BBB+/S tab le /»
BBB+/Stable/A-2

BBB+/Stable/A-2

BBB+/s tab le /A-2

BBB+/Siabie/A-2

BBB+/Stable/ --

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

St rong

St rong

St rong

Strong

Aggress ive

Intermediate

Intermediate

Aggress ive

Aggressive

intermediate

Intermediate

intermediate

Intermediate

Intermediate
Intermediate

Intermediate

Intermediate

Aggressive

Connect icut  Natural  Gas Corp.

Southern Connect icut  Gas Co.

New York State Elect ric & Gas
C orp

Cent ral  Maine Power Co
Rochester Gas 8¢ Electric Corp.
Energy East  Corp

Aggressive
Aggressive
Aggressive

Bal t imore Gas & Electric Co Intermediate

Otter Tai l  Corp

BBB+/Negat i ve/ --  Excel lent

BBB+/Negat i ve/ - -  Excel lent

BBB+{Negat ive/A- Excel lent
2

BBB+/Negat i ve/ --  Excel lent

BBB+lNegat i ve/ - -  Exce l lent

BBB+/Negat ive/A~ Excel lent
2

BBB+/Negat ive/A- St rong
2

BBB+/Negat i ve / - -  S t rong intermediate

Enogex Inc BBB+/Watch
Neg/

Sat isfactory intermediate

Dayton Power & Light  Co

DPL Inc

Internat ional  Transmission Co.

ITC Holdings Corp

iTs  M idwest  LLC

BBB/Posi t ive/--

BBB/Posit ive/-~

BBB/Posi t ive/--

BBB/Posi t ive/~

BBB/Posi t ive/~

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Aggress ive

Aggress ive

Aggress ive

Aggress ive

Aggressive

BBB/Stable/

BBB/Stable/A-2

BBB/stab le /A-2

Excel lent

Excel lent

Excel lent

Aggress ive

Aggressive

Aggressive

Yankee Gas Services Co

Michigan Consol idated Gas Co.

Pubi ic Service Eiectric & Gas
C o

AEP Texas Cent ral  Co

AEP Texas North Co

BBB/Stab1e/

BBB/stable/

Excel lent

Excel lent
Aggressive

Aggressive
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BBB/stable/

BBB/stable/

BBB/Stable/

BBB/Stable/

Excellent

Excellent

Excellent

Excellent

Aggressive

Aggressive

Aggressive

Aggressive

BBB/stable/A-2

BBB/Stable/

Excellent

Excellent
Aggressive

Aggressive

Excellent Aggressive

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Excellent

Aggressive

Aggressive

Aggressive
Aggressive

Aggressive

Aggressive
Aggressive

Aggressive
Aggressive

Columbus Southern Power Co.

Ohio Power Co

Appalachian Power Co

CounterPoint Energy Houston
Electric LLC

CounterPoint Energy Inc

CenterPoint Energy Resources
Corp

\éVestem Massachusetts Electric BBB/Stable/
o

Atlantic City Electric Co BBB/Stable/A-2

Potomac Electric Power Co BBB/Stable/A-2

Delmarva Power 8. Light Co BBB/Stable/A-2

Green Mountain Power Corp. BBB/Stable/

Kentucky Power Co BBB/Stable/

Public Service Co. of Oklahoma BBB/Stable/-- 4

Southwestern Electric Power Co. 'BBB/S'table/

Connecticut Light 8t Power Co. BBB/Stable/
Public Service Co. of New BBB/stable/
Hampshire
Detroit Edison Co

American Electric Power Co. Inc.

Northeast Utilities

DTE Energy Co

NorthWestern Corp

Indiana Michigan Power Co

Cleco Power LLC

Cleco Corp

Hawaiian Electric Co. Inc
Idaho Power Co

IDACORP Inc

EI Paso Electric Co

PEPCO Holdings inc

Hawaiian Electric industries Inc.

BBB/stabie/A-2
BBB/Stable/A=2

BBB/stable/

BBB/stable/A-2

BBB/Stable/

BBB/stable/

BBB/siable/

BBB/stable/

BBB/Stable/A-2

BBB/Stable/A-2

BBB/stable/A-2

BBB/Stable/

BBB/stable/A-2

BBB/Stable/A-2

Excellent ._.

Excellent 1

Excellent

Excellent

Excellent

Strong .

Strong

Strong

Strong
Strong

Strong

Strong

Strong

Strong

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Energy Arkansas Inc

Energy Louisiana LLC

Energy Mississippi Inc

BBB/Negative/» Strong

BBB/Negative/--. Strong

BBB/Negative/~ Strong

Aggressive

Aggressive

Aggressive
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Energy Gul f  States Louis iana
L L C

BBB/Negat i ve /» St rong Aggressive

BBB/Negat i ve /»
BBB/Negative/-~

BBB/Negat ive/ --

BBB/Negative/~~

St rong

St rong

St rong

Excel lent

Aggressive

Aggressive

Aggressive

Aggressive

BBB/Negat i ve /»
BBB/Negat i ve /»
BBB/ N ega t i ve / "

Excel lent

Excel lent

Excel lent

Aggressive

Aggressive

Aggressive

Energy  Texas  I nc .

E n e rg y  C o rp .

System Energy Resources Inc.

Jersey Central  Power & Light
C o .

Metropol i tan Edison Co.

Pennsylvania Elect ric Co.

Cleveland Electric i l luminat ing
C o .

Ohio Edison Co.

Pennsylvania Power Co.

Toledo Edison Co.
Fi rstEnergy Corp.

BBB/Negat ive/A-2 Excel lent

BBB/Negat i ve /» Excel lent

BBB/Negat ive/ -- Excel lent
BBB/Negat i ve/~ St rong

Aggressive

Aggressive

Aggressive

Aggressive

AggressiveNorthern Indiana Publ ic Service <BBB/Watch Neg/ - Excel lent
C o . -
Kansas Ci ty Power & Light  Co. St rong Intermediate

Great  Plains Energy Inc.

BBBANaTch
Neg/A-8
BBB/watch Neg/ - Strong

1*

Intermediate

Tampa Elect r ic Co.
Potomac Edison Co.

West  Penn Power Go.
Monongahela Power Co.

Wester Energy Inc.
Kansas Gas & Elect ric Co.

Consumers Energy Co.

GMS Energy Corp.

Ohio Val ley Electric Corp.

TECO Energy inc.

Empire District  Electric Co.

Edison internat ional

Black Hi l ls Power Inc.

Arizona Publ ic Service Co.

Pinnacle West Capital  Corp.

Avista Corp.

BBB-/s tab le/A-3

BBB-/Stable/ --

BBB-/stable/ --

BBB- / s t ab le / ~

BBB-/Stable/ --

BBB-/stable/ --

BBB-/stable/ --

BBB-/srabxe/A-3

BBB-/Stable/-~

BBB-/stable/ --

BBB~/stabie/A-3

BBB-/stable/~-

BBB-/Stable/-~

BBB-/stable/A-3

BBB-/stable/A-3

BBB-/Stable/A-3

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

Excel lent

St rong

St rong

St rong

Strong

Strong

Strong

Strong

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Aggressive

Intermediate

Aggressive

Aggressive

Aggressive
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BBB-/stable/A-3 St rong

BBB-/stable/A-3 St rong

Aggressive

Aggressive

Al legheny Energy Inc

Union Elect ric Co.  d/b/a
A m erenU E

Ameren Corp

Black Hi l ls Corp

BBB-/Stable/A-3

BBB-/stable/

Sat isfactory Aggressive

Sat isfactory Intermediate

Oncor E lect r i c  Del i very  Co.  LLC BBB-/Watch Excel lent Intermediate

Duquesne Light  Co

Duquesne Light  Holdings Inc.

BBB- / Nega t i ve / »  Exce l l en t Highly
leveraged

Highly
leveraged

BBB-/Negat i ve/ - -  Sat i s factory  Aggress ive

BBB-/Negat ive/-- Excel lent

Energy  New Or l eans  I nc

Puget  Sound Energy Inc BBB-/Watch
Neg/A-3

BBB-/Watch

Excel lent Aggressive

Puget  Energy Inc Excel lent Aggressive

Central  Vermont  Publ ic Service BB+/Stable/ Excel lent

Indianapol is Power 8¢ Light Co. BB+/Stable/ Excel lent

IPALCO Enterprises Inc BB+/Stable/ Excel lent

Highly
leveraged

Highly
leveraged

Highly
leveraged

BB/Posi t ive/B

BB/posi t ive/

Sat isfactory Aggressive

Sat isfactory Aggressive

Commonweal th  Edison Co

Central  I l l inois Publ ic Service
C o

I l l inois Power Co

Central  I l l inois Light Co

CILC-ORP inc

BB/Posit ive/

BB/Posi t ive/

BB/Posit ive/

Sat isfactory Aggressive

Sat isfactory Aggressive

Sat isfactory Aggressive

Nevada Power Co BB/Stable/ Excel lent

Sierra Paci f ic Power Co BB/Stable/ Excel lent

Sierra Paci f ic Resources BB/Stable/B-2 Excel lent

Tucson Elect r ic Power Co BB/stable/B-2 Strong

Highly
leveraged

Highly
leveraged

Highly
leveraged

Highly
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leveraged

an

Aquila Inc. BB-/watch Pos/-- Satisfactory Highly
leveraged

Texas-New Mexico Power Co. BB~/stable/--

Public Service Co. of New
Mexico

PNM Resources Inc.

BB~/stable/B-2

BB-/stable/B-2

Satisfactory Highly
leveraged

Satisfactory Highly
leveraged

Satisfactory Highly
leveraged

Copyright o2008 Standard & Poor's. All fights reserved.
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ARIZONA CORPORATION COMMISSION
STAFF'S SECOND SET OF DATA REQUESTS TO

ARIZONA PUBLIC SERVICE COMPANY,
REGARDING THE AMENDED APPLICATION TO APPROVE RATE SCHEDULES

DESIGNED TO DEVELOP A JUST AND REASONABLE RATE OF RETURN
E-01345A-08-0172 - INTERIM RATES

JULY319 2008

Staff lnterim 2.26 Refer to paragraph 31, of Mr. Brandt's 6/6/08 affidavit. Please
identify, quantify and explain in detail die impact of the Pinnacle West
$460 million investment in APS had on APS's FPO/Debt ratios in
2005, 2006, 2007 and 2008. Provide all related calculations and
quantifications.

Response: Attached as APS l 3022 is the impact to APS's FFO/Debt ratio dueto
Pinnacle West's $460 million investment in APS for 2005, 2006, 2007
and 2008.

Witness: Donald Brandt
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Value Line Investment Survey for Windows®
Version 3.0

About Value Line

Value Line Investment

Survey for Windows®
Version 3.0

About Value Line

The Value Line Investment

Value Line was founded in New York in 1931 by Arnold
Bernhard, then a young analyst, amidst the crisis of confidence
wrought by the Great Depression. His goal was to help invest
tors in their quest to achieve superior returns from stocks
by providing access to the same information that professionals
had at their fingertips. His vision grew into one of the most
enduring and trusted institutions in the financial world. Backed
by disciplined, objective analytic methodologies that have been
proven over six decades, and by one of the world's latest
independent research staffs, including over 100 professional
securities analysts, statisticians and economists, Value Line has
become an indispensable source for investors around the globe
Value Line's businesses are broad-based, including financial
publications and electronic data services, a family ono-load
mutual funds, and asset management for retirement and endow
went accounts. Its research services include domestic stocks
Canadian stocks, mutual funds, convertibles, and options
which are available in both print and electronic form

The Value Line Investment
Survey for Wndows®

What's New in Version 3.0

Value Line Technical
Support

Value Line's headquarters are located at 220 East 42nd Street
New York, NY 10017. Telephone 212-907-1500. For technical
support, call 800-654-0508

The Value Line Investment Survey
The Value Line Investment Survey printed version was created
'm 1931 for one purpose and one purpose only to guide you in
your quest to realize superior returns on your invested capital
Based on disciplined, objective, quantitative, analytical methodolo
mies that have proven themselves over the last 60 years, plus a
stair of more than 70 professional securities analysts, Value Line
can serve as an invaluable tool in malting your investment
decisions

Part 1 IVe1"sion 3.0 1
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Average Price for the Year - The sum of the 52 Wednesday closing prices for the
year divided by 52

Backlog - Orders for goods and services that have been received, but not yet deli
red or rendered

Bank SL Deposits Latest Qtr - Customer deposits in short-term, marketable, liquid
low-risk debt securities for the latest quarter

Bank SL Loans Latest Qtr - The total for loans outstanding for the latest quarter

Basis Point - In the context of discussions on interest rates, one basis point equals
one-hundredth of one percentage point

Benefits & Reserves (Insurance) - Funds received from policy holders in ex
change for promises to make future payments to the insured or third party in the event
of sickness disability, or hospital confinement

Beta - A relative measure of the historical sensitivity of the stock's price to overall
fluctuations in the New York Stock Exchange Composite Index. A Beta of 1.50
indicates a stock tends to rise (or fall) 50% more than the New York Stock Exchange
Composite Index. The "Beta coefficient" is derived from a regression analysis of the
relationship between weekly percentage changes in the price of a stock and weekly
percentage changes in the NYSE Index over a period of five years. In the case of
shorter price histories, a smaller time period is used, but two years is the minimum
The Betas are adjusted for their long-term tendency to converge toward 1.00. Addi
tonally, Value Line shows betas computed based on monthly total returns for the
trailing three year, live-year and 10-year periods

Bond - A long-temn debt instrument, characterized typically by fixed, semiannual
interest payments and a specified Inatluity date

Book ValuePer Share Net worth (including intangible assets), less preferred stock
at liquidating or redemption value, divided by common shares outstanding, or common
shareholder equity divided by common shares outstanding

140 Value Line Investment Survey for Wndows® v3.0
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Federal Home Loan Bank Advances (Savings & Loans) (Thrifts)
from the Federal Home Loan Bank at year end.

Borrowings

Federal Purchases - Consist largely of wages paid to Federal employees and
Federal purchases of goods and services from businesses. Reported by the Com-
merce Department when it releases the Gross National Product (GNP) report.

Federal Reserve Board - The governing body of the Federal Reserve System,
which regulates certain banks and is charged with setting national monetary policy.
Often referred to as "the Fed."

FHLB Advances (Thrift Industry) - Borrowing from the regional Federal Home
Loan Bank.

52-Week High Price - The highest trading value of a stock over the prior year.

52-Week Low Price - The lowest trading value of a stock over the prior year.

Financial Strength Rating - A relative measure of financial strength of the compa-
nies reviewed by Value Line. The relative ratings range from A++ (strongest) down to
C (weakest), in nine steps.

Financial Times-Stock Exchange 100 (FT-SE 100) - A stock price index made of
100 of the largest stocks traded in London. The index is published by The Financial
Times, a London-based financial newspaper.

Finding Cost (Natural Gas [Diversified] and Petroleum Industries) - The
amount of money spent per barrel to increase proved reserves through acquisitions,
discovery, or enhanced recovery.

Fiscal Year-End Date - The date of a company's fiscal year end.

5-Year Book Value Growth See Growth Rates.

5-Year Cash Flow Growth See Growth Rates.

5-Year Dividends Growth - See Growth Roles.
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Residential Fixed Investment .. Expenditures for housing reported by the Com-
merce Department in its regular Gross National Product (GNP) reports.

Retail Sales - A monthly measure fall U.S. retail activity, published by the Com-
merce Department.

Retained Earnings - When relating to the income account, represents net profit for
the year less all common and preferred dividends. With respect to the balance sheet
or common equity, it is the sum of net profit in all years of the company's existence
less all dividends (common and preferred) ever paid. In this case, also known as
earnings retained or earned surplus.

Return on Revenue - EPS expressed as a percentage to sales per share.

Revenue Passenger Miles (Air Transport Industry) - A measure of airline traffic.
Each revenue passenger mile represents one revenue-paying passenger flown one
mile.

Revenues (Electric Utility, Natural Gas/Distribution], Telecommunications Indus-
tries) - The amounts billed for services rendered.

Revenues (Real Estate Industry)
income and property sales.

The total of rental, construction, and interest

Revenues Per Share - Gross revenues for the year divided by the number of
common shares outstanding at year end.

Risk Arbitrage
S

See Arbitrage.

Safety Rank - A measurement of potential risk associated with individual common
stocks. The Safety Rank is computed by averaging two other Value Line indexes - the
Price Stability Index and the Financial strength Rating. Safety Ranks range from 1
(Highest) to 5 (Lowest). Conservative investors should try to limit their purchases to
equities ranked 1 (Highest) and 2 (Above Average) for Safety.

Sales or Revenues - Total sales revenue less returns, allowances, and sales dis-
counts, also known as net sales.

Glossary 177
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2008 2009 o VALUELINE PUB.. INC 1143

37.25

8.85

2.80

2.10

39.65

7.35

2.90

2.12

Revenues per sh

'Cash Flow" per sh

Earnings psi sh A

Dn'd Ded'd per sh " I t

45.80

ans

3.15

2.30

10.55

35.05

11.80

36.60

Cap'l Spending par sh

Book vacuo per sh c

9.35

59.10

100,70 1W.90 Common Shs Outsfg ° 101.50

saw Hg
Vale
istvan

ms an
Url
ills

Avg Ann'I PIE Ratio

Rclalive PE Ratio

Avg Ann'I DIv'd vIvId

10.5

.10

7.0%

3750

2a0

4000

290

Revenues($mill)

Net Prolix (Wit)

415o

320

34.0%

4.0%

Io%
4.0%

Income Tax Rate

AFUDC % to Net mm

34.0%

4.0%

4s.5%

51.5%

495%

5a5%

Long-Term Debt Ratio

Common Equity Rain

50.0%

50.0%

7010

9085

7295

9825

Total Capital ($mi!l)

Net Plant ($miII)

7970

11345

5.5%

8.0%

1.o%

5.5%

8.0%

8.0%

Rdum on Total Capl

Return on SM Equity

Return on Com dry Ev

5.5%

8.0%

8.0%

2001 2002
53.66

8.72

3.88

1.53

28.98

1.01

2.53

1.63

12.21

29.46

9.81

29.44

e4.aa 91.26

12.0

.61

3.5%

14.4

.79

4.5%

4551.4

312.2

2637.3

215.2

40.6%

15.3%

51 .7%

48.3%

51.8%

4&2%

5172.4

5907.3

5567.9

6479.4

7.6%

12.5%

12.5%

5.4%

8.0%

8.0%

2o04 2005
31.59

6.93

2,58

1.83

30.16

5.75

224

1.93

5.es

32,14

6.39

34.57

91.79 99.08

15.8

.ea

4.5%

19.2

1.02

4.5%

2889.7

235.2

2988.0

223.2

35.4%

6.9%

362%

10.4%

46.7%

sao%

43.2%

56.8%

5585.2

7535.5

6033.4

7577.1

5.6%

8.0%

8.0%

5.0%

5.5%

G.5%

1992 1993 1994 1995 1996 1997 1998 1999
19.39

4.70

1.73

19.86

5.25

1.95

.20

19.28

5.09

1.99

.83

19.08

5.16

2.22

.93

20.71

5.90

2.41

1.03

2352

7.12

2.76

1.13

25.12

734

2.85

1.23

28.57

7.73

3.18

1.33

2.57

11.00

2.69

18.B7

2.92

20.32

38
21.49

2.95

22.51

3.63

22.90

3.76

25.50

4.os

26.00

87.16 87.42 B743 87.52 87.52 8483 84.83 84.83

10.a

.86

11.5

.68

9%

9.6

.53

4.3%

10.5

.12

3.9%

11.8

.74

3.5%

11.8

.68

3.5%

15,2

.79

248%

11.9

.68

3.5%

2130.8

252.6

2423.4

270.8

39.5%

7.4%

aaaes

4.3%

41.6%

50.2%

50.0%

50.0%

4307.5

4730.6

4411.8

4778.5

7.6%

11.2%

112%

19%

12.3%

12.2%

CAPITALSTRUCWRE as of 3131f08
Total Debt $3486.3 mil. Due inc Yrs $17851mill.
LT Debt $31145 mill. LT Interest $182.3mill.
(LT interest earner):3.0x)

Pension Assets-12/91 so .32 be. Obllg. $1.72 Bil.

Pad Stock None

Common Stock100,833,151 she.
MARKET CAP' $3.2 billion (Mid Cap)

+4.81
665

L a o
6783
7545
5 1 4

.4
670

6 2 8
7412
T000
s o n

+56
730
687
7652
7652
r a m

ELECTRIC OPERATING STATISTICS
'L R£1asales(KwH] 1 3 0 5  2 0 0 6  2 0 0 1

e I
. U
m m » m M M l ¢ l

c4idy¢m(t4:l*

£'3"»§§'8'8& )
°/.aw»g=c~»1um¢Jy1wl +4.3 +4.4 +3.a

Em4ChH9eCW.('L\ 278 324 291

Past
10 Yrs.

4.5%
.5%

1 .0%
7.0%
4.5%

ANNUAL RATES
mama (per sh)
Revenues
"Cash Flow"
Eamlngs
DIvld€nds
Book Value

Past Esfd '05-'07
5Yls. tN '11-'13
4.5% 6.0%
-4.0% 6.0%
-2.5% 2.0%
5.5% 2.0%
3.5% 2.0%

Cal-
endar

QUARTERLY REVENUES (S MH.)

Mar.31 Jun.30 Sep.30 Dec.31
Full
Year

2005
2006

2007
zoos
2009

691.6
730.1
7592
827.1

890

585.0
6702

595.1
736.7

800

755.8 955.6
925.0 1075.5

863.4 1205.9
926.2 1260
990 1320

2988.0
3401 .8

3523.6
3750
4000

Cal-
endar

EAHMNGS PERSHMEA

Mar.31 Jun.30 Sep.30 ram
Full
Year

zoos

2006
2007

2M8
zone

.24

.10

.03
.11
.15

.86
1.84
1.99
1.40
1.70

.26

.12

.16
d.04
.20

.ea
1.11

.78
1.33

.85

2.24
3.17

296
2.80

2.90

Cd-
sndar

QUARTERLY DMDENDS PAID"°t
Mar.31 Jun.30 Se9.30 Dec.31

Full
Year

2004
2005

2006
2001

m s

.475

.50

.525

.525

.45

.415

.50

.525

.45

.475

.50

.525

.525

.45

.475

.50

.525

.525

1.83
1.93

2.03
2.10

6.4%

45%

7.1%

42%

6.8%

43%

7.3%

41%

2.9%

64%

2.6%

68%

23%

71%

1.0%

B5%

3.4%

83%

2.5%

70%

2.0%

75%

2.0%

73%

Retained to Com Eq

All Div'ds m Net Prof

20%

73%

37%, nuder, 22%; go a other, 18%; purchased porlvu. 23%. Has

7,600 employees. Reported '07 depreciation rata: so.. Est'd plant
age: 10 years. Chairman & Chief Executive Oflioec William J. post
Pres.: Jack E. Davis. Inc.: Arizona. Andras: 400 E. Van Buren Sf.,
Suite 700, p.o. Box 52132. Phoenix, AZ 85072-2132. Tel.: 602-

379-z5se. lnlemet: vmv.pinnadeww.com.

BUSINESS: Pinnacle West Capital Corporation (parent of Arizona
Public Service) supplies electricity Io approx. 1,780,000 people in
11 d 15 Arizona counties. Electric revenue sources: residential,

51%. ocmrnercial, industrial. and other. 49%. Power costs: 39% of
electric revenues, labor costs: 13% al total revenues. The mining

industry is the largest industrial customer. Energy sources: coal,

a  t w o - u n i t .  9 B - m w  a s - f i r e d  p l a n t  a n d  h a s
c o n t r a c t e d  t o  b u y  2 3 0  m w  o f  o u t p u t  f r o m  a
s o l a r  f a c i l i t y ,  w h i c h  w i l l  b e  b u i l t ,  p r o v i d e d
t h a t  t h e  f e d e r a l  g o v e r n m e n t  g r a n t s  t h e
n e c e s s a r y t a x c r e d i t s . F i n a l l y , t h e
d e m a n d - s i d e - m a n a g e m e n t  p r o g r a m  i s  e f -
f e c t i v e l y  r e d u c i n i p o w e r  c o n s u l  s o n .
E a m i s  a r e  o t o  a  s l u g g i s h  s t a r t  i n
2 0 0 8 . a r c h - i n t e r i m  r e s u l t s  w e r e  h u r t  b y
a  n u m b e r  o f  p l a n t  o v e r h a u l s  a n d  w e a k n e s s
i n  S u n C o r ' s  l a n d  s a l e s .  T h e  r e s t  o f  t h e
y e a r s h o u l d b e n e f i t f r o m i n c r e a s e d
w h o l e s a l e  r e v e n u e s ,  f a v o r a b l e  r u l i n g s  o n
s o m e  t a x  m a t t e r s ,  a n d  a n  e x p e c t e d  m i d -
y e a r  t r a n s m i s s i o n  r e v e n u e  i n c r e a s e .  O v e r -
a l l ,  w e  e s t i m a t e  2 0 0 8  e a r n i n g s  w i l l  d e c l i n e
5 % .  t o  $ 2 . 8 0  a  s h a r e .  C u s t o m e r  g r o w t h
a n d  h i g h e r  r a t e s  p o i n t  t o  i m p r o v e m e n t
n e x t  y e a r .  F o r  n o w .  t h e  s t o c k  i s  u n t i m e l y
N e a r - t e r m  p r o s p e c t s  d e p e n d  h e a v i l y
o n  t h e  o u t c o m e  o f  t h e  p e n d i n g  r a t e
c a s e .  W e  e x p e c t  n o  h i k e  i n  t h e  p a y o u t  u n -
t i l  a n  o r d e r  i s  i s s u e d .  A  r e a s o n a b l e  i n -
c r e a s e .  w h i c h  w e  c o n s i d e r  l i k e l y ,  s u g g e s t s
r e s u m p t i o n  o f  d i v i d e n d  g r o w t h .  F o r  t h e
l o n g  t e r m ,  P N W  r e m a i n s  a n  a b o v e - a v e r a g e
u t i l i t y  c h o i c e .
A r t h u r  H M e d a l i e

P i n n a c l e  W e s t  h a s  a  r a t e  r e q u e s t  i n
t h e  h o p p e r .  T h e  f i l i n g  f o r  a  $ 2 7 8  m i l l i o n
i n c r e a s e  i s  l a r g e l y  f o r  n o n f u e l - r e l a t e d
i t e m s .  S o m e  $ 5 3  m i l l i o n  w o u l d  r e c o u p  t h e
c o s t  o f  n e w  c u s t o m e r  c o n n e c t i o n s .  O t h e r
c o m p o n e n t s  i n c l u d e  $ 1 3 1  m i l l i o n  f o r  r a t e
b a s e  i n c r e a s e s  a n d  $ 4 8  m i l l i o n  t o  u p d a t e
t h e  u t i l i t y  s u b s i d i a r y ' s  c o s t  o f  c a p i t a l .  T h e
p e t i t i o n  a l s o  c a l l s  f o r  a  $ 7 9  m i l l i o n  a t t r i -
t i o n  a d j u s t m e n t  t o  o f f s e t  e a r n i n g s  e r o s i o n
b e t w e e n  t h e  e n d  o f  t h e  t e s t  y e a r  a n d  2 0 1 0 .
I t  s e e k s  o n l y  $ 1 4  m i l l i o n  i n  h i g h e r  f u e l
c o s t s ,  b e c a u s e  $ 7 0  m i l l i o n  w i l l  b e  c o l l e c t e d
t h r o u g h  t h e  p o w e r  s u p p l y  a d j u s t e r .  P N W
a s k e d  r e g u l a t o r s  t o  m a k e  t h e  o r d e r  e f f e c -
t i v e  O c t o b e r  1 .  2 0 0 9 .
T h e  c o m p a n y  i s  t a k i n g  a c t i o n  o n
s e v e r a l  f r o n t s  t o  m e e t  r i s i n g  d e m a n d .
F o r  s t a r t e r s .  i t  i s  s t r i n g i n g  a  1 2 2 - m i l e ,
5 0 0 - l d l o v o l t  l i n e  f r o m  t h e  P a l o  V e r d e
n u c l e a r  s t a t i o n ' s  h u b  t o  Y u m a .  A r i z o n a .
O n  c o m p l e t i o n ,  t h e  l i n e  w i l l  h a v e  t h e  c a -
p a c i t y  t o  d e l i v e r  1 . 2 0 0  m e g a w a t t s  ( m w )  o f
p o w e r .  T o o .  P N W  a n d  p a r t n e r s  a r e  e x p l o r -
i n g  c o n s t r u c t i o n  o f  a  6 0 0 - m i l e ,  $ 3  b i l l i o n
l i n e  f r o m  W y o m i n g  t o  a c c e s s  i n e x p e n s i v e
c o a l  a n d  w i n d - d r i v e n  p o w e r .  O n  t h e  g e n e r -
a t i o n  s i d e ,  P N W  r e c e n t l y  b e g a n  o p e r a t i n g A u g u s t  8 ,  2 0 0 8

A t t a c h m e n t  1 4

P a g e  1  o f  2

Target Price Range

A) Diluted egg. Exd. nonrecurring_ gains 22¢; '05, (36¢); '06, 1G¢. Next eamirlgs report 19 IncL def. ems. In '07: $7.3GIsh. (D) in mill
losses): '93, 22¢. '94, 31¢: '95, net 99, due late Oct. B) was histuricaily paid m early E Rate base: Fair value. Role all'd on mm.

, excl. gains (losses.
diseonlinued ops.: '92, 7¢; '99, (5137); '00, plan avail. t Shareholder invest. plan avail 07: 8.fi%. Reg. Clim.: Avg

rnaieiai is obtained lim gnurca believer! m be reliable and is provided wnhnul warranties of
. . i; slrialy lot subscribers nwrr, man-commerdd. inremal use .

drrrraybereprodueed Ihsnld.slnredoruansmhledinalryplilnled.eleclmuucorotherfotmorus forgerleramgarmarketinganypdmedaelealndcpublcallm service orpmarm.

Company's Financial Strength
I . l stocks Price stabimy

$1.20), 'oz (77¢). from Mar.. June, et., and Dec. l Did reinvest. eq. in '05: 10.25%, earned on avg. com. eq., Price Growth Persistence
Eamings Flhdiciabilliy

o zuas. value Line punlsshan mc. All riggslEssenEd. Factual

THE pususfsn IS NOT RE3=ons\sLe OR ANV ERRORS OR OMISSIONS HEREW
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